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CORPORATE PROFILE 

Kmart Corporation’s principal business is general-merchandise retailing, which includes 
Kmart discount department stores, Kresge variety and Jupiter limited-line discount stores 
operated in the United States, Canada and Puerto Rico. These stores, with different price levels 
and types of merchandise assortment, offer quality products at discount prices. Specialty retailing 
has become an important part of the company’s business mix and includes: Pay Less Drug Stores 
Northwest, Inc., Walden Book Company, Inc., Builders Square, Inc., Designer Depot, Bargain 
Harold’s Discount Limited, Furr’s Cafeterias, Inc. and Bishop Buffets, Inc. 

As of January 29,1986, the company operated a total of 2,332 general merchandise and 
1,516 specialty retail stores. 

In addition, the company has important equity interests in companies operating in the 
United States and Australia. These equity interests include Kmart’s footwear departments in 
the United States, operated by the Meldisco subsidiaries of Melville Corporation. The company 
also has an equity interest in Coles Myer Ltd., the largest retailer in Australia. 
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A successful retailing day depends on a lot of people. 

And that’s what theK mart Corporation story for 1985 
is about. Hard-working, committed people at every level 
who try to make every day in the life ofK mart Corporation 
an exceptional one. See our story unfold on page 6. 
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FINANCIAL HIGHLIGHTS 




% 



% 


(Dollars in millions except per-share data) 

1985 

Change 


1984 

Change 

1983 

Sales 

$22,420 

6.3 

$21,096 

13.4 

' 

$18,598 

Income from Continuing 

Retail Operations 

Per Common Share: 

$ 471 

(5.5) 

$ 

499 

1.2 

$ 493 

Income from Continuing 







Retail Operations 

$ 3.63 

(5.5) 

$ 

3.84 

.8 

$ 3.81 

Cash Dividends Declared 

Capital Expenditures- 

$ 1.40 

12.9 

$ 

1.24 

14.8 

$ 1.08 

Owned Assets 

Depreciation and 

$ 547 

(12.1) 

$ 

622 

69.0 

$ 368 

Amortization-Owned Assets 

$ 259 

28.1 

$ 

203 

20.8 

$ 168 

General Merchandise Stores 

2,332 



2,351 


2,362 

Specialty Retail Stores 

1,516 



1,169 


185 

Total Retail Selling Area 

139 

5.4 

1 

132 

3.6 

127 


(Millions of square feet) 


DIVIDENDS PAID AND COMMON STOCK PRICES 


Fiscal Quarters I Calendar Quarters 

Dividends Paid 1_Market Prices 



1985 

1984 

High 

1985 

Low 

1984 

High 

Low 

First 

$ .31 

$ .27 

$41% 

$32 Vs 

$33% 

$27% 

Second 

.35 

.31 

39% 

32% 

31% 

26% 

Third 

.35 

.31 

39 

30% 

35% 

29% 

Fourth 

.35 

.31 

37% 

31Vs 

37% 

32% 

Total Year 

$1.36 

$1.20 

$41% 

$30% 

$37% 

$26% | 


As of January 29,1986. there were 90,194 K mart Corporation shareholders of record, compared with 93,221 at fiscal 
year end in 1984. K mart Corporation common stock is listed and traded on the New York and Pacific Stock Exchanges (trading 
symbol KM). 
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TO OUR SHAREHOLDERS: 


In 1985, net earnings from continuing operations were $471.2 million or $3.63 per share 
compared with pro forma net earnings in 1984 of approximately $469.6 million, or $3.62 
per share, after adjusting for the company’s recent acquisitions. The impact of the rate of 
inflation on inventory, as measured by the last-in, first-out (LIFO) method, significantly 
affected the earnings comparisons from continuing retail operations. Excluding the 
impact of the rate of inflation on inventory of a $58.0 million pretax LIFO charge in 1985 
compared with a $19.6 million pretax LIFO credit in 1984, net earnings from continuing 
operations would have increased 9.5% for the year over the prior year’s pro forma results. 

As part of the company’s program to concentrate its resources where they can 
produce better returns, the corporation will divest itself of two loss operations, 

Astra S. A., a Mexican retailing joint venture and K mart Insurance Services, Inc., a 
wholly owned insurance subsidiary. This decision resulted in an after-tax charge against 
1985 corporate earnings of $250.0 million including a $19.2 million operating loss from the 
current year. After this write-off, net income for 1985 was $221.2 million, or $1.73 per 
share, compared with $499.1 million reported in 1984, or $3.84 per share. 

Total sales for 1985 increased 6.3% to $22.42 billion for the 52 weeks ended 
January 29,1986 compared to total sales of $21.10 billion in 1984 which was a 53-week 
fiscal year ending January 30,1985. Adjusting for the effect of the extra week of reported 
sales in fiscal 1984, consolidated sales in 1985 increased 7.7%. 

For the fourth quarter of1985 (a 13-week period), total sales were $6.75 billion, a 
decrease of 1.8% from the $6.88 billion generated in the 14-week fourth quarter of1984. 
The sales increase on a comparable 13-week basis was 3.8%. 

Earnings from continuing operations in this year’s fourth quarter were $248.3 mil¬ 
lion, or $1.90 per share compared to prior year’s earnings of $201.2 million, or $1.55 per 
share, a 23.4% increase. Adjusting for a 1985 fourth quarter pretax LIFO charge of 
$23.0 million and the 1984 comparable period pretax LIFO credit of $58.6 million, the 
1985 fourth quarter earnings increased 53.8% over prior year earnings. 

During 1984, K mart acquired Waldenbooks, the nation’s largest bookstore chain 
and Builders Square (formerly Home Centers of America). In 1985, Pay Less Drug Stores 
and Bargain Harold’s were acquired. These acquisitions totaled $913 million. As 
expected, during the first two years, interest and other costs will exceed the profits 
produced by these newly acquired companies. However, future earnings will grow rapidly 
as a result of these new businesses. 

Changing Focus 

K mart Corporation is rapidly evolving into a substantially different, more powerful 
marketing organization than it was as recently as 1980. The corporation is no longer a 
single-focus, general-merchandise retailer with a major emphasis on hardlines merchandise. 
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Today, K mart is a retailer with a strong orientation to the consumer. Management’s 
responsibility is to measure consumer demand by store type and then invest corporate 
resources to improve market share in each of the several hundred merchandise categories 
we sell. These investments must be consistent with the objective of maximizing return 
on shareholders’ equity over the long term. 

K mart Corporation runs a portfolio of businesses, all in retailing. The most 
important retail group for the company is the general-merchandise sector in the United 
States. It is generally anticipated that this retailing group will grow at about a 2.9% real 
annual rate through 1990. We believe, however, that K mart stores have the opportunity 
and the customer loyalty to grow at a higher rate. This is due to the ongoing success of our 
K mart “look of the ’80s” updating program. 

Our new merchandising programs and updated store environment have been well 
received by K mart customers. In hard goods, the fashion oriented Kitchen Korner, 
Domestics Center and Home Care Center are the catalysts to achieving our objective that 
K mart shoppers buy an expanded market basket of merchandise in our stores. An even 
greater response is being seen in our family apparel departments with their increased 
emphasis on designer label and brand-name merchandise as well as the Jaclyn Smith, 
Hunter’s Glen, Steeple Chase, and other private label programs. Apparel sales had a 
higher rate of increase than total store sales last year. 

To further develop the K mart “look of the ’80s” program, we will be guided by 
three thoughts—fine tuning, focus and flexibility. Our objective is to refine the assort¬ 
ments and selling area for all merchandise lines in order to allocate more resources to 
apparel and the most productive hardlines categories. Consequently, sales and profit per 
square foot will be increased substantially. 

Fine tuning an operation the size of K mart requires detailed information. Our 
commitment to computer technology will provide that information to management. At the 
end of 1985, there were 155 K mart stores with point-of-sale scanning technology 
retrieving item movement data, and approximately 400 additional stores will be similarly 
equipped in 1986. Our capability to tailor and fine tune individual store assortments to 
local market conditions is rapidly expanding. Already we have developed distinctly 
different merchandise groupings for Domestics Center, Kitchen Korner and family 
apparel based on population density, age and income. 

Specialty Retailing 

At the end of1985, K mart’s portfolio of retail businesses included 2,332 general 
merchandise stores and 1,516 specialty stores in six distinct fields: Food-away-from-home, 
off-price apparel, books, do-it-yourself home improvement, drug stores and stores which 
offer deep discounts on special purchase merchandise. 

Furr’s and Bishop cafeterias were our first two entries in specialty retailing. We 
have now been in the food-away-from-home business for five years. Between the two 
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companies, we operate 161 units throughout much of the midwestern, southwestern and 
western U.S. Ten additional cafeterias will open in 1986. 

Our entry in the off-price apparel business is Designer Depot, currently operating 
73 stores in 35 major markets in the country. Unlike our other specialty retailing 
operations, Designer Depot was developed internally. This business is now on a solid 
footing with a base of stores large enough to support overhead requirements. Today, 
Designer Depot has a merchandising strategy that positions it to more effectively 
compete for the consumer’s apparel dollar. When we began, the emphasis was directed to 
the higher end of the price point spectrum. Designer Depot has now settled back to a 
middle range of price points, resulting in increased consumer perception of value. 
Furthermore, our continued promise to the consumer that we will not sell seconds or 
irregulars gives us a distinct competitive advantage in the off-price apparel field. 

Our largest retail diversification to date is with Pay Less Drug Stores. Pay Less 
operated 183 stores at year end with 41 additional units scheduled for 1986. As we 
evaluated our possible venture in the drug store business, we reached two conclusions. 
First, drug stores today have largely replaced variety stores for a major portion of small 
purchases made by consumers on a frequent basis. And second, the leading edge in the 
drug store business is the super drug store of 25,000 square feet or more. Pay Less is one 
of the leading examples of success in the large variety-drug store format. The traditional 
Pay Less store ranges in size from 25,000 to 80,000 square feet with a strong customer 
loyalty in the prescription drug business. 

By 1987, Builders Square do-it-yourself warehouses will generate substantial sales 
volume. Our major thrust with Builders Square is directed toward market presence and 
market share. The potential exists for approximately 400 retail do-it-yourself warehouse 
locations in the continental U. S. Our goal is to operate a minimum of 125 of these units, 
with 30 now open and 50 new units scheduled for 1986. 

K mart also operates Waldenbooks, the largest book seller in the United States. 
Currently, Waldenbooks has 955 stores and in 1986 will open 70 additional units. Prior to 
our acquisition of Waldenbooks, our analysis indicated that the book business was an 
above average growth business, particularly for a large operator. Reading is an important 
leisure time activity for the maturing baby boom generation. Further, there is renewed 
interest in stimulating the reading habits of today’s children. Waldenbooks’ information 
system is now recognized as the most advanced in the industry and our new book return 
distribution network allows us to return books from all our book store locations to the 
publishers in a more cost effective manner. These are important behind-the-scenes keys 
to profitability in the book business. 

Synergies 

During 1985, the profitability of each of our retailing entities began to improve 
because they are part of the larger corporation. Of the many directions from which 
benefits can accrue, two of the most important are operating management and real estate. 
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In today’s competitive retail environment, the single most critical element is a 
sufficient pool of management talent to take advantage of new opportunities. K mart’s 
management training program attracts and trains retailing generalists whose experience 
and expertise can be applied to a wide variety of retail environments. 

The ambitious expansion programs for both Builders Square and Pay Less Drug 
Stores are only possible because they can draw upon this tremendous pool of talent, which 
includes the entire management team—assistant store manager, store manager, district 
manager, regional and headquarters’executives. These career possibilities, in turn, 
enhance our ability to continually attract the best and the brightest of young, new talent in 
the marketplace. 

Second only to management depth, successful retailing today depends on a 
corporation’s ability to secure prime retail sites. Here again, K mart has an edge over 
other retailers. Our outstanding real estate organization, our good financial position and 
our strong customer loyalty often make us the first choice tenant of developers and 
financial investors. And, with the number of different businesses we are developing and 
the variety of store sizes we operate, we are in a position to strengthen many retail 
commercial developments. 



1986 and Beyond 

The internal growth, development 
and capital investment programs that were 
implemented within K mart Corporation 
between 1980 and 1985 have positioned the 
company to significantly increase return on 
shareholders’ equity in the increasingly 
upbeat general economy and retail-climate 
for 1986 and beyond. In each of our retail 
businesses we have management depth, 
state of the art computer systems and a 
well-maintained store environment. These 
success elements, coupled with a national 
reputation for well-priced quality merchan¬ 
dise assures the corporation’s position as 
the competitive leader in the retail industry. 

March 12,1986 


‘7B 


B. M. Fauber 
Chairman of the Board 
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A DAY IN THE LIFE OF KMART 


A typical day at K mart Corporation. When does it start? 

For Jim Glime, putting the final touches on a marketing report, it may be 
well before sunrise. And for Katie DeLong and Bonnie Wilkison, buying 
food for needy families, it may end long after dark. 

K mart Corporation is made up of people who are willing to make an 
effort beyond what is required, who have concern for others, who know how 
to pull together to get the job done. 

A day in the life of K mart Corporation is a look at people who are 
motivated, creative, really good at what they do. People who are dedicated 
to selling the best product for the lowest price. And, day after day, that’s 
what K mart does best. 


“Getting in very early 
clears my mind. It’s a time. 
to think, plan, put things . 
in order... to figure out 
how I can do my job better.' 


Tom Nigolian (r.) 
Senior Vice President 
General Merchandise 


Jim Glime (l.) 

Director of 

Merchandise Coordination 
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“We introduced theJaclyn 
Smith line of women’s 
apparel in August, 1985, 
to update the K mart look. 
We chose Jaclyn because 
customers admire her 
beauty and sense of style. 
And they identify with her 
as a working mother. Just 
one year after our intro¬ 
duction, we plan to have 
the Jaclyn Smith Collection 
in every K mart in the 
country. And we’ll carry 
the Jaclyn Smith Maternity 
line in 500 stores. To me, 
Jaclyn is the perfect role 
model and I haven’t met a 
customer who didn’t agree.’’ 
Debra Grafton 
Vice President 
General Merchandise 
Manager/Ladies Dresses and 
Sportswear and California 
Market, K martApparei 
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This year we ve increased 
the amount of in-store 
displays and signs. In 
apparel, for instance, we 
show how to put coordi- 


think the more information 
they have, the more likely 
the customer will buy. ” 
Don Esslinger 
Manager, Sales Department, 
K mart Apparel 



“When I walk in the store I 
immediately want to know 
where things are and how 
products can benefit me. 
That’s always the criteria. 
What benefits the customer 
most? We know the answer 
sells products." 

Glenn Smith 
Senior Executive 
Vice President and 
Chief Operating Officer, 

K mart Apparel 


“It’s a combination of art 
and science. Putting just 
the right merchandise in a 
newspaper ad at just the 
right time. If the prices 
jump out at you and you 
knowK mart quality is 
there, as a customer you’re 
going to act.” 

Dan Buongiorno 
Planning, K mart Apparel 


“We’ve increased our TV 
advertising andput a 
renewed emphasis on qual¬ 
ity. That’s what people 
want, research shows it 
and sales show it. I want 
the most for my dollar when 
I shop and so does every 
Kmart customer.” 

Barbara Firment 
Advertising, K mart Apparel 



“Just about everybody signed 
up to be part of our store’s | 

Good News Committee. g 

Katie DeLong and Bonnie 
Wilkison spent hours 



25 holiday food baskets 
we donated. People don’t 
realize how tough times 


community. I think its the 
least we can do, to help 
other people in need. You 
should’ve seen the faces of 
those kids when we came to 
the door. I was so touched. 
I’ll never forget it.” 

Dave Steltenkamp 
Manager, K mart3308 
Lake Orion, Michigan 


• _ 
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“Point of Sale is one of the 
most ambitious prefects 
we’ve ever undertaken. It 
not only means installing 
automatic scanners in 
every register in all 2,100 
stores, it means we’ll be 
able to replenish merchan¬ 
dise automatically through 
this system. The savings in 
time and money will be, 
frankly, phenomenal.” 

Ron Primrose 
Director, 

P.O.S. and Store Systems 


“We want to complete P.O.S. 
in1989. Andyes, that 
means a lot of hard work, 
coordination and plan¬ 
ning. No other retailer is 
doing what we’re doing on 
such a timetable. And that’s 
what excites me.” 

Teresa Chase 
Director, 

Store Systems Implementation 
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children. And I don’t know 
who got more of a kick out 
of it... that sweet, little lady 


or me!” 

Roger Whitehill 
Manager, Home Center 
(Kmart3231) 
Chairman, Good News 
Committee 
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“ The atmosphere in a store 
is everything. When 
employees feel comfortable, 
customers do, too. That 
keeps them coming back.” 
Rick Papps 
Manager, K mart4276 
Toledo, Ohio 


“A district manager can’t 
take the credit for a store’s 
success. It’s teamwork 
right down the line. From 
the store manager to the 
cashier to the person who 
cleans up the parking lot." 
Andy Hill 
District Manager, 

Central Region 
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1985 OPERATIONS AND FINANCIAL REVIEW 


An Overview of the Company 

K mart Corporation operates two business groups, general merchandise and 
specialty retailing. General-merchandise retailing continues to be the company’s 
principal business. The company has recently expanded into specialty retailing which 
offers opportunities for above average growth. Several significant acquisitions were 
made in this group in 1985 and 1984. 

General Merchandise 

The generai-merchandise group operates K mart, Kresge and Jupiter stores in the 
United States, Canada and Puerto Rico. Domestic general merchandise stores are 
served by buying departments under the direct control of the parent company. K mart 
Apparel Corp., a wholly owned subsidiary, merchandises domestic apparel depart¬ 
ments. Stores of the general-merchandise group are served by 11 domestic distribution 
and port centers and one Canadian distribution center. These distribution facilities are 
strategically located to service stores with a steady flow of merchandise on a timely and 
efficient basis. 

The goal of the general-merchandise group is to provide customers with a broad 
assortment of first quality merchandise at low retail prices. K mart has traditionally 
been recognized as a discount price leader. However, the company has recently placed 
additional emphasis on increasing consumer awareness of the intrinsic quality of K mart 
merchandise. 

To achieve this goal, the company initiated a major modernization and refurbishment 
program in 1983 that has continued into 1985. During 1985, over 250 stores were 
completely updated to the “K mart of the ’80s” concept, which primarily involves a 
broadened assortment of brand-name merchandise and new merchandise presentations 
in a more pleasant and conveniently arranged K mart store. 

Special emphasis has been placed on the development of electronic based merchan¬ 
dise information systems. A point-of-sale (POS) system was installed in 153 stores in 
1985 bringing the total number of stores on the system to 155. The company plans to 
have all U. S. K mart stores on POS by the end of 1989. During 1985, a computerized 
pharmacy system was installed in 481 stores, bringing the total number of stores on this 
system to 802. The pharmacy system maintains customer profiles and prescription 
history, inventory records and aids in processing third party claims. A stand-alone 
computerized layaway system was also installed in 532 stores during 1985. These 
systems have increased productivity and allowed K mart stores to be more responsive 
to consumer needs. 

Specialty Retailing 

The company's specialty retail businesses operate in diverse sectors of the retail 
industry which offer above average opportunities for growth. The following is a brief 
description of existing specialty operations at the beginning of the year 

® Walden Book Company, Inc. (Waldenbooks) is the nation’s largest retail 
bookstore chain. In addition to books, Waldenbooks also carries video and audio 
tapes and computer software. Waldenbooks stores maintain a wide selection of 
titles and can quickly obtain for customers any title not carried in stock through 
their Quicktrac special order system. Waldenbooks has also developed niche 
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marketing opportunities in the form of mystery, romance, science fiction and 
children’s book clubs. Efficiency in operations has been enhanced by a new 
book returns center which allows stores to return books to the publishers in a 
more cost effective manner. 

a Builders Square, Inc. operates warehouse home improvement stores with bulk 
displays that emphasize a broad merchandise assortment and low prices. 
Builders Square offers a greater level of service to the novice do-it-yourselfer 
than is found in traditional home centers, lumber yards and hardware stores. 

Market research indicates that throughout the United States the potential exists 
for approximately 400 of these 80,000- to 100,000-square-foot retail warehouse 
home improvement stores. Builders Square intends to capture a significant 
portion of this market by continuing its aggressive store opening program. 
Builders Square presently operates in eight states, with major representation in 
Illinois and Texas. 

a Designer Depot is the company’s internally developed representative in the 
highly competitive off-price specialty apparel field. After several years in the 
developmental phase, Designer Depot’s merchandising strategy positions it to 
effectively compete for the consumer’s apparel dollar. 

a Furr’s Cafeterias, Inc. and Bishop Buffets, Inc. operate in the food-away-from- 
home business. Furr’s and Bishop represent a contrast to fast-food outlets by 
offering diversified menus in a family dining atmosphere. Furr’s and Bishop 
depend on repeat business, with the average customer returning two to three 
times per week. At year end these companies operated cafeterias in the 
southwestern, midwestern and western United States. 

Acquisitions 

On March 29,1985, K mart Corporation completed the acquisition of Pay Less Drug 
Stores Northwest, Inc. (Pay Less) through a merger with a wholly owned subsidiary. 
The company purchased 100% of the shares of Pay Less for $27 per share. The total 
value of the transaction was $509 million. The acquisition of Pay Less has been 
accounted for under the purchase method. 

Headquartered in Wilsonville, Oregon, Pay Less operates a chain of stores in 
Oregon, Washington, California, Idaho and Nevada. Pay Less store sizes range from 
25,000 to 80,000 square feet with strong customer loyalty in the prescription drug 
business. The stores are generally freestanding or strip center anchors. Management 
believes that the super drug store has replaced the traditional variety store. It is the 
conveniently located retail outlet which appeals to today’s consumer. 

The company’s Canadian general-merchandise subsidiary, K mart Canada Limited, 
acquired Bargain Harold’s Discount Limited (Bargain Harold’s) in April 1985. The 
company purchased 100% of the shares of Bargain Harold’s, totaling $16 million (U.S. 
dollars). Bargain Harold’s stores occupy approximately 8,000 square feet in selling 
space and offer 5,000 stock keeping units including apparel, health and beauty aids, 
housewares and packaged groceries. The stores feature deep discounts on special 
purchase merchandise. 

Refer to Note (C) of the accompanying Notes to Consolidated Financial Statements 
for further information regarding acquisitions. 
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Discontinued Operations 

In January 1986, the company adopted a formal plan to dispose of its foreign 
operations in Mexico and its insurance subsidiary. In connection with this plan, the 
company established at January 29,1986, an after-tax provision of $250 million 
including $19 million of current year operating losses. The after-tax charge per 
share for the discontinued operations of $1.90 includes all anticipated losses 
subsequent to January 29, 1986 until the expected dates of disposal. Refer to Note 
(B) of the accompanying Notes to Consolidated Financial Statements for further 
information regarding discontinued operations. 

Store Activity 
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AT END OF YEAR 
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The company opened 18 new K mart stores in 1985. Although the company reduced 
its K mart store opening program in 1985, it remains committed to expansion in 
markets with high potential for improving market share. The company plans to open 
approximately 32 K mart stores in 1986. 

The specialty retail group opened a total of 146 stores and added 227 stores through 
acquisitions during 1985. The company plans to aggressively expand specialty stores by 
opening approximately 222 specialty retail stores in 1986. 

The company continually assesses store profitability based on the economic 
environment and anticipated competition. After careful review by management, stores 
operating at unacceptable levels of profitability are closed. 

The company’s store activity during the past two years is summarized as follows: 


In 


In 


In 

Operation 
at End of 

1984 Activity 

Operation 
at End of 

1985 Activity 

Operation 
at End of 

1983 

Acquired Opened Closed 

1984 

Acquired Opened Closed 

1985 


General Merchandise 
Kmart 


u.s. 

2,041 


21 

7 

2,055 


18 

11 

2,062 

Canada 

Kresge & Jupiter 

119 


2 

3 

118 




118 

U.S. 

144 



24 

120 



24 

96 

Canada 

_58 




_58 



_2 

_56 

Total General 










Merchandise 

2,362 


23 

34 

2,351 


18 

37 

2,332 

Specialty Retail 










Waldenbooks 


860 

41 

3 

898 


68 

11 

955 

Builders Square 

Pay Less 


9 

6 


15 


15 


30 

Drug Stores 






171 

12 


183 

Designer Depot 
Bargain Harold’s- 

30 


22 


52 


21 


73 

Canada 






56 

17 


73 

Big Top-Canada 

8 


42 

1 

49 


2 

10 

41 

Cafeterias 

147 


15 

7 

155 


11 

_5 

161 

Total Specialty 

185 

869 

126 

11 

1,169 

227 

146 

26 

1,516 

Total Stores 

2,547 

869 

149 

45 

3,520 

227 

164 

63 

3,848 
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF OPERATIONS 
AND FINANCIAL CONDITION 

Analysis of Operations 

Sales 

K mart Corporation had a record sales year in 1985. Consolidated sales were $22.4 bil¬ 
lion, an increase of 6.3% over 1984. 


A three-year summary of the company’s consolidated sales follows: 


(Millions) 

1985 

Change 

1984 

Change 

1983 

General Merchandise 
Specialty Retail 

$20,114 

2,306 

(1.5) 

$20,410 
_686 

11.1 

$18,377 
_221 

Total Sales 

$22,420 

6.3 

$21,096 j 

13.4 

, $18,598 


Sales in 1985 and 1983 included 52 weeks, compared with 53 weeks in 1984. The 1985 
sales increase of 6.3% was primarily attributable to acquired subsidiaries in the specialty 
retail group. 

The decrease in sales in the general-merchandise group in 1985 was due to the 
company’s decision to de-emphasize certain 1984 merchandising programs. The 1984 
sales increase of 11.1% reflected the impact of significant merchandising improvements, 
planned promotions, an aggressive inventory reduction program and the continued strong 
economy. 

K mart sales in comparable stores-those K mart stores open throughout both fiscal 
years-decreased .4% in 1985, compared with a 9.2% increase in 1984. The 1985 
decrease in comparable sales was the result of moderating consumer spending patterns 
and less intense promotional activity than in 1984. K mart store sales per square foot 
(including unconsolidated K mart store licensee sales on a 52-week basis) were $166 in 
1985 compared with $168 in 1984, a decrease of 1.1%. Sales per square foot in 1984 
increased 8.4% over the 1983 amount of $155. 

Several factors contributed to the sales increase in the specialty retail group in 1985. 
Sales of Pay Less were included from the beginning of the fiscal year and Bargain 
Harold’s from April 1985. Waldenbooks, acquired in August 1984, and Builders Square, 
acquired in September 1984, were included in sales for the full year of1985. Also con¬ 
tributing to the sales increase in the specialty retail group were the aggressive store 
opening programs of Builders Square, Designer Depot, Pay Less and Waldenbooks. 


SALES 



The sales increase for the specialty retail group in 1984 was the result of the 
acquisition of Builders Square and Waldenbooks during the year, openings of Designer 
Depot stores and Furr’s Cafeterias and inclusion of Bishop Buffets from the beginning of 
the 1984 fiscal year. 
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A three-year comparison of U.S. and Canadian sales follows: 


(Millions U.S. $) 1985 

% 

Change 

1984 

Change 

1983 

U.S. $21,535 

Canada 885 

Total Sales $22,420 

5.9 

15.4 

6.3 

$20,329 

_767 

$21,096 

14.3 
(5.6) 

13.4 

$17,786 

_812 

$18,598 


K mart Canada Limited’s total sales for 1985 in Canadian dollars increased 22.0% 
compared with a .8% decrease in 1984. A sales increase of 8.6% was achieved in 1985 
in the K mart division as a result of improved economic conditions, promotional activity 
and merchandise selections. Sales from Bargain Harold’s were included beginning in 
April 1985. Total sales of the Canadian subsidiary in U.S. dollars increased 15.4% in 1985, 
compared with a 5.6% decrease in 1984. This increase was tempered by a decline of the 
average Canadian dollar exchange rate against the U.S. dollar of 5.4% in 1985. 

Operating Income 


Operating income measures the company’s performance before interest and income 
taxes. A schedule of operating income by business group follows: 


(Millions) 1985 

Change 

1984 

Change 

1983 

General Merchandise $1,058 

Specialty Retail _50 

(3.9) 

$1,101 
_35 

.2 

$1,099 
_8 

Total Operating Income $1,108 

(2.4) 

$1,136 

2.6 

$1,107 


Operating income for the general-merchandise group decreased 3.9% to $1,058 mil¬ 
lion in 1985 compared with $1,101 million in 1984. The decrease in 1985 is primarily the 
result of moderate sales growth experienced throughout the retail industry. Operating 
income in 1984 increased .2% from $1,099 million in 1983. The overall increase in 1984 
was below expectations as a result of intense promotional activity in the latter part of the 
year. Operating income increases were achieved both years in apparel operations. 

K mart Canada Limited’s operating income increased in 1985 compared with 1984 as a 
result of higher sales and improved expense control. 

The specialty retail group has made increased contributions to consolidated operating 
income as a result of acquisitions made by the company over the past several years. In 
1985, operating income was $50 million, an increase of 44.4% over 1984. The acquisition 
of Pay Less and improved results of Designer Depot primarily accounted for the 
increase. Operating income in 1984 was $35 million compared to $8 million in 1983 as a 
result of acquiring Waldenbooks during the year and including Bishop Buffets’ results for 
the first time in 1984. 

Refer to Note (K) of the accompanying Notes to Consolidated Financial Statements for 
further information regarding the company’s business groups. 

Income From Continuing Retail Operations 

In 1985, income from continuing retail operations before income taxes was $756 mil¬ 
lion, a decrease of 8.4% from 1984. Income from continuing retail operations before 
income taxes in 1984 was $826 million, a decrease of 3.9% from 1983. 

The effective tax rate on income from continuing retail operations in 1985 was 37.7%, 
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compared with 39.6% in 1984 and 42.6% in 1983. The rate decrease in 1985 was due 
primarily to a higher proportion of equity earnings from investments in footwear 
operations and Australia, which are taxed at lower rates. The decrease in 1984 was due 
primarily to increased investment tax credits resulting from refurbishing of existing 
stores and other tax credits. 

Income from continuing retail operations was $471 million in 1985, a decrease of 5.5% 
from 1984. Income from continuing retail operations in 1984 was $499 million compared 
to $493 million in 1983, an increase of 1.2%. Earnings per share from continuing retail 
operations were $3.63, $3.84 and $3.81 in 1985,1984 and 1983, respectively. 

A schedule of domestic and foreign income from continuing retail operations follows: 


(Millions U.S. $) 

1985 

% 

Change 

1984 1 

Change 

1983 

U.S. 

$431 

(7.9) 

$468 

.1 

$465 

Canada and Australia 

40 

31.4 

31 

10.7 

28 

Total 

$471 

(5.5) 

$499 

1.2 

$493 


The major factors contributing to consolidated income from continuing retail opera¬ 
tions were: 


INCOME FROM CONTINUING 
RETAIL OPERATIONS 



'.(Millions) 

$500 


400 


300 


100 


Cost of Merchandise Sold 


Cost of merchandise sold, including buying and occupancy costs, was 72.2% of sales in 
1985, compared with 72.3% in 1984 and 1983. The improvement in 1985 resulted from 
several factors. The company has continued to improve its merchandise mix and 
presentation in accordance with a strategy implemented over the past several years. This 
strategy emphasizes sales of higher-margin items rather than heavy promotion of low- 
margin items, while maintaining a strong competitive program. Additionally, in 1985 
more effective inventory control programs were implemented. This was in contrast to 
1984 when industry wide conditions of overstocked inventory resulted in substantial price 
reductions in the fourth quarter. 

Presently the specialty retail group does not significantly affect the consolidated gross 
margin rate. However, the specialty retail group has a higher gross margin rate than the 
general-merchandise group. 

The company measures inventory on the last-in, first-out (LIFO) method of inventory 
valuation for substantially all domestic inventories to provide a more accurate matching 
of current costs with current revenues and to measure the impact of inflation on 
inventories during periods of rising prices. Based on the U.S. Department of Labor’s 
Department Store Inventory Price Index for the year ended January 29,1986, the 
inflationary impact on inventories resulted in a pretax charge to income of $58 million in 
1985, compared with a pretax credit of $20 million in 1984 and a $46 million pretax charge 
in 1983. The LIFO adjustment in 1985 is primarily the result of an increased rate of 
inflation and changes in gross profit margins in comparison to 1984. The LIFO 
adjustment in 1984 was primarily a combination of higher markup resulting from the 
company’s changing merchandise mix as well as a low rate of inflation in general 
merchandise. 


Operating Expenses 

Selling, general and administrative expenses, including advertising, were 24.1% of 
sales in 1985, compared with 23.6% for 1984 and 23.1% for 1983. 
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The following factors contributed to the increase in operating expenses in 1985 
and 1984: 

Advertising expense increased to $567 million in 1985, compared with $554 million in 
1984 and $425 million in 1983. The increase in 1985 was attributable to the inclusion of 
acquired subsidiaries of the specialty retail group. Advertising expense in the general- 
merchandise group decreased in 1985 compared with 1984 as a result of less intense 
promotional activity. The increase in 1984 resulted primarily from advertising programs 
to reinforce customer awareness of new merchandise selections in K mart stores. 

K mart strategies in 1984 included increased advertising frequency and aggressive 
campaigns during the 1984 Olympic Games. 

Employee compensation and benefits increased 7.6% to $3.5 billion in 1985 and 11.5% 
to $3.2 billion in 1984. The overall increase in 1985 is attributed to including the costs of 
operations of acquired subsidiaries of the specialty retail group. Salary expense in 
U.S. K mart stores increased only 1.5% in 1985 reflecting increased productivity and 
reduced store hours. 

Total pension expense in 1985 was $17 million, compared to $49 million in 1984 and 
$42 million in 1983. Due to favorable investment experience for the company’s pension 
fund, the interest rate assumption was changed to 9.0% in 1985 compared with 7.0% for 
1984. Refer to Note (M) of the accompanying Notes to Consolidated Financial Statements 
for further information regarding the company’s pension plans. 

Payroll, property and franchise taxes increased 9.6% to $462 million in 1985 and 18.1% 
to $421 million in 1984. These increases were primarily due to acquisitions and increased 
taxes on existing stores. 

Depreciation and amortization expense for owned property increased 28.1% to 
$259 million in 1985 and 20.8% to $203 million in 1984. The increases resulted from 
extensive refurbishing programs, new store openings in the specialty retail group and the 
acquisitions of Pay Less and Bargain Harold’s in 1985, and Waldenbooks and Builders 
Square in 1984. 


A schedule of the components of net interest expense on debt follows: 


(Millions) 

1985 

1984 

1983 

Interest Expense 

$205 

$147 

$ 84 

Interest Income 

24 

40 

38 

Net Interest Expense on Debt 

$181 

$107 

$ 46 


The increase in 1985 net interest expense resulted primarily from additional long-term 
borrowings incurred to finance acquisitions. This was partially mitigated by lower 
interest rates and lower levels of average short-term borrowings to finance inventories 
than in 1984. Weighted average interest rates for short-term borrowings were 8.7%, 
10.5% and 9.1% for 1985,1984 and 1983, respectively. 

The increase in 1984 net interest expense resulted primarily from increased borrowings 
to support additional merchandise selections carried in the stores and the refurbishing 
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program in existing stores. Increased borrowing was also required as a result of the 
acquisitions of Waldenbooks and Builders Square completed in the 1984 third quarter. 

Licensee Operations and Equity Investments 
Meldisco 

The company’s U.S. K mart footwear departments are operated under license 
agreements with the Meldisco subsidiaries of Melville Corporation, substantially all of 
which are 49% owned by the company and 51% owned by Melville. Sales of the licensee 
footwear departments increased 6.1% to $990 million in 1985 and 9.9% to $933 million in 
1984, compared with respective prior years. Equity in income rose 7.0% to $48 million in 
1985 and 11.4% to $45 million in 1984. This increase was attributed to increased sales 
and an improved gross margin while the 1984 income increase resulted from improved 
sales, better productivity and expense control. Refer to Note (F) of the accompanying 
Notes to Consolidated Financial Statements for further information regarding the 
company’s investment in Meldisco. 

Coles Myer Ltd. 

K mart’s income from Australian operations, which consisted primarily of equity 
income in Coles Myer Ltd. (Coles Myer), was $28 million in U.S. dollars in 1985, 
compared with $21 million in 1984 and $18 million in 1983. Equity income in 1985 was 
significantly affected by adverse movement in the average exchange rate of the 
Australian dollar relative to the U.S. dollar. The average exchange rates were 
.7115, .8801 and .9067 in 1985,1984and 1983, respectively. 

During the latter half of 1985, G. J. Coles and Coy., Limited (Coles) acquired The Myer 
Emporium Limited (Myer). The name of the combined company, now the largest retail 
organization in Australia, was changed to Coles Myer Ltd. The cost of the acquisition 
approximated $1.1 billion in Australian dollars. 

In 1985, K mart Corporation increased its ownership percentage in Coles Myer to 
21.2% from its previous level of 20.0%. During the 1985 fiscal year, K mart invested an 
additional $107 million U.S. dollars primarily to maintain its ownership percentage in 
connection with the issuance of additional shares for the Myer acquisition and to increase 
its ownership percentage. 

Myer sales in Australian dollars for the fiscal year ended August 4,1985 (Myer’s latest 
fiscal year end) were $3.5 billion, an increase of 19.2% over sales of $2.9 billion recorded 
in fiscal 1984. Net profit in Australian dollars for fiscal 1985 was $87 million, a decrease of 
6.4% from $93 million in fiscal 1984. The company operates 406 department, discount, 
specialty and fast-food stores. 

Coles sales in Australian dollars reached $6.1 billion at July 28,1985 (Coles’ latest 
fiscal year end), compared with $5.4 billion for fiscal 1984, an increase of 12.7%. Sales in 
Australian dollars for fiscal 1984 increased 15.0% over fiscal 1983 sales of $4.7 billion. 
Pretax profit from operations in Australian dollars rose 17.6% to $230 million in 1985 and 
25.8% to $196 million in 1984, compared with respective prior years. 

During their 1985 fiscal year. Coles opened 55 stores, including eight K marts. Coles 
operated 1,055 stores, including 103 K marts, at the end of its fiscal year. For additional 
information on the company’s investment in Coles Myer, see Note (F) of the 
accompanying Notes to Consolidated Financial Statements. 
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Financial Services 

K mart Corporation continues to expand the number of stores offering financial 
services. As of January 29,1986, insurance centers operated in 173 K mart stores. 
Insurance centers market life, health and property/casualty insurance underwritten 
primarily by K mart Insurance Services, Inc. (KMI). Although K mart has announced 
a plan to divest itself of KMI, the company plans to reach an agreement with another 
company to operate the insurance centers in K mart stores. 

In addition, K mart has launched a number of pilot programs to provide financial ser¬ 
vices through savings and loan operations offering certificates of deposit, money market 
and IRA accounts and automatic teller machines in selected stores. Real estate broker¬ 
age, consumer loans and mortgage banking services are also offered in some stores. 

The Daiei, Inc. 

The company receives fee income under a license agreement established in 1980 
with The Daiei, Inc. (Daiei), the largest retailer in Japan. These stores offer general 
merchandise and retail food at discount prices. The company provides Daiei with 
knowledge and assistance to develop mass merchandising operations in Japan and the 
exclusive right to use various trade names and trademarks of the company. 

Discontinued Operations 

Based on the company’s decision to dispose of its operations in Mexico and its 
insurance subsidiary, the company established at January 29,1986, an after-tax provision 
of $250 million including $19 million of current year operating losses. The after-tax 
provision per share on the disposal of the discontinued operations of $1.90 includes all 
expected losses subsequent to January 29,1986 until the expected dates of disposal. 

The company holds a 44% interest in Astra, S. A., a retail subsidiary of the Gentor 
Group of Monterrey, Mexico. The joint venture to develop a chain of discount 
department and food stores in Mexico has been unprofitable, with K mart’s losses since 
acquiring its interest in September 1981 exceeding $31 million, including 1985 losses of 
$8 million. Prevailing business and economic conditions in Mexico combined with the 
reduced value of the Mexican peso, adversely affected the joint venture’s earnings and 
cash flow potential. 

K mart Insurance Services, Inc. (KMI), a wholly owned insurance subsidiary, was 
acquired by K mart Corporation in 1974. Although KMI was modestly profitable until 
1985, it never reached K mart Corporation’s profit expectations. KMI reported a net 
operating loss of $11 million in 1985. The loss in 1985 was the result of adverse claim 
experience, particularly in the property/casualty and major medical lines, and start-up 
expenses related to the 173 insurance centers operating inside K mart stores. 

The plan to dispose of the insurance subsidiary resulted from a management decision 
to redeploy capital resources to provide higher returns on investment to the company. In 
divesting itself of its insurance subsidiary, K mart has not changed its strategic plan to 
have financial centers in selected K mart stores. The company’s role will continue as a 
landlord and not as an investor. At January 29,1986 there were 214 financial centers 
operating in K mart stores including 173 offering insurance. This number is expected to 
expand to over 1,000 in the next five years. 

Refer to Note (B) of the accompanying Notes to Consolidated Financial Statements for 
further information regarding discontinued operations. 
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Net Income 

Net income for the year decreased to $221 million in 1985 from $499 million in 1984. 
Net income in 1985 includes a $250 million after-tax charge related to the disposal of the 
company’s foreign operations in Mexico and K mart Insurance Services, Inc. Net income 
in 1984 increased 1.4% over 1983. Earnings per share were $1.73, $3.84 and $3.80 for 
1985,1984 and 1983, respectively. 

Financial Condition 


K mart Corporation’s financial policy is designed to provide a solid capital structure 
utilizing available sources of funds. The company has maintained a strong position of 
liquidity over the years as well as a high degree of financial flexibility, based primarily on 
a large flow of funds from operations. The company expects that funds required to 
finance the refurbishing programs of existing stores and future expansion will be 
primarily provided from internally generated funds, long-term debt offerings in 1985 and 
the leasing of land and buildings. 

Capitalization Structure v CAPITALIZATION 


The company’s long-term financial flexibility is indicated by the ratio of total debt and 
equivalent as a percentage of total capitalization. The following summarizes K mart 
Corporation’s total capitalization structure for the past three years: 


(Millions) 

1985 


1984 


1983 

% 

Long-term debt due within one year 

$ 15 

.2 

$ 2 

.1 

$ 3 

- 

Capital lease obligations due 
within one year 

76 

1.1 

74 

1.1 

71 

1.2 

Notes payable 

127 

1.8 

235 

3.6 

- 

- 

Long-term debt 

1,456 

21.1 

1,107 

16.7 

711 

12.6 

Capital lease obligations 

1,713 

24.9 

1,780 

27.0 

1.822 

32.2 

Other 

118 

1.7 

89 

1.3 

57 

1.0 

Total debt and equivalent 

3,505 

50.8 

3,287 

49.8 

2,664 

47.0 

Deferred income taxes 

114 

1.7 

89 

3.3 

61 

1.1 

Shareholders’ equity 

3,273 

47.5 

3,234 

48.9 

2,940 

51,9 

Total capitalization 

$ 6,892 

100.0 

$ 6,610 

100.0 

$ 5,665 

100.0 


Cash Flow 

Company funds generated by operations as well as financing and investment activities 
as reported in the Consolidated Statements of Changes in Financial Position on page 32 
are summarized below. 



Net cash provided by continuing retail operations was $1,223 million in 1985 and $821 mil¬ 
lion in 1983. Net cash used for operations was $81 million in 1984. Cash provided by 
operations is primarily a function of income from continuing retail operations which 
decreased in 1985, in comparison with increases in 1984 and 1983. Depreciation and 
amortization-expenses recognized in determining income from continuing retail 
operations not requiring cash outlays-are also major components of cash provided by 
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continuing retail operations and have been steadily increasing each year as a result of the 
continued high level of capital expenditures under the store refurbishing and acquisition 
programs. The increase in net cash provided by continuing retail operations in 1985 is 
primarily attributable to inventory control programs introduced in the general-merchan¬ 
dise group which reduced inventory levels. 

Netcashprovided byfinancing was $225 million in 1985, $566 million in1984and $139 mil¬ 
lion in 1983. The decrease in 1985 in comparison to 1984 was primarily the result of a 
decrease in notes payable and the retirement of $200 million of 9%% notes due July 1985. 
The increases in 1984 and 1983 were primarily attributable to an increase in long-term 
debt and notes payable. 

In March 1985, the company executed three debt issues aggregating $500 million. 

The company issued $250 million, 12%% debentures due 2015; $100 million, 1214% 
debentures due 2005 and $150 million, 12Ms% notes due 1995. Refer to Note (H) of the 
accompanying Notes to Consolidated Financial Statements for additional information 
regarding these offerings. Additionally, in 1985 the company entered into $58 million in 
mortgage financings related to land and buildings. 


(Dollars) 

$30 


25 


15 


10 


Increased revolving credit agreements were signed during fiscal 1984 and 1983 to 
finance the planned reformatting and refurbishing of K mart stores, higher inventory 
levels needed to support implemented merchandise programs and acquisitions com- 
pletedunder the company’s specialty store program. Additional debt obligations of $400mil¬ 
lion in 1984 and $121 million in 1983 of commercial paper supported by long-term 
credit agreements with several banks were classified as long-term debt. In total, $700 mil¬ 
lion of debt obligations supported by long-term credit agreements were classified as 
long-term debt at January 29,1986 and January 30,1985. Partially offsetting the increase 
in cash provided by financing in 1984 was the purchase of1,678,500 shares of company 
common stock at an aggregate cost of $51 million. In addition, the company purchased 
$11 million principal amount of debentures in order to satisfy the July 1985 sinking fund 
requirement on the 6% convertible subordinated debentures. 

SHAREHOLDERS’BOOK _ f , , , . 

VALUE PER SHARE Because of the seasonal nature of the retail industry, the company continues to utilize 

commercial paper and revolving bank credit to cover peak working capital requirements. 
The maximum amounts of aggregate short-term borrowings outstanding during 1985, 
1984 and 1983 were $927 million, $1,106 million and $459 million, respectively. The 
approximate average short-term borrowings outstanding during 1985,1984 and 1983 
were $591 million, $601 million and $251 million, respectively. Total short-term lines of 
credit available and unused were $675 million, $742 million and $804 million at the end of 
1985,1984 and 1983, respectively. 

Dividends paid were $171 million, $151 million and $132 million in 1985,1984 and 1983, 
respectively. Dividends paid per share were $1.36 compared to $1.20 in 1984, an increase 
of 13.3%. Dividends declared in 1985 were $1.40 per share which represents the 21st 
consecutive year of increased dividends declared to the company’s shareholders. 
Shareholders’ equity reached $3.3 billion in 1985, compared with $3.2 billion in 1984, an 
increase of 1.2%. 

Net cash used for investments was $1,121 million in 1985, compared with $870 million in 
1984 and $353 million in 1983. The company continually analyzes potential areas for 
improved return on investment. Accordingly, the acquisition program in the specialty 
retail group has been an important component of the increases in net cash used for 
investments in 1985 and 1984. Pay Less and Bargain Harold’s were acquired by the 
company for $525 million in 1985 while Builders Square and Waldenbooks were acquired 
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for a total of $388 million in 1984. Additionally, in 1985 the company increased its equity 
investment in Coles Myer Ltd., by $107 million. 

Although the specialty retail group has become increasingly significant, the general- 
merchandise group continues to account for the greater portion of capital expenditures. 
Expenditures for owned and leased property for the general-merchandise group were 
$430 million in 1985, compared with $581 million in 1984 and $346 million in 1983. 

The ongoing K mart store refurbishing program and expansion of merchandising 
systems are the primary areas of investment in the general-merchandise group. Over 
250 stores were updated to the “K mart of the ’80s” concept in 1985. This concept 
involves a broadened assortment of brand-name merchandise and new merchandise 
presentations. The installation of the company’s point-of-sale system accelerated during 
1985, with an additional 153 stores becoming operational, bringing the total number 
of stores on the system to 155 at year end. Capital expenditures for the general- 
merchandise group were also influenced by the opening of 18 K mart stores. 

Total capital expenditures for the specialty retail group we re $287 million in 1985, 
compared with $159 million in 1984 and $70 million in 1983. These capital expenditures 
were not limited to acquisitions. Waldenbooks, the largest bookstore chain in the United 
States, continued its aggressive store opening program in 1985 by opening 68 stores. As 
part of its strategy to become the nation’s leading warehouse-home-improvement 
retailer, Builders Square opened 15 stores in 1985. Pay Less opened 12 stores, acquired 
nine stores during the year and is constructing a new distribution center in California. 
Designer Depot, the company’s internally developed off-price apparel retailer, opened 21 
stores in 1985. Furr’s Cafeterias and Bishop Buffets also opened a total of 11 cafeterias in 
1985. In addition to the expansion program, the specialty retail companies have also 
invested in the refurbishment and updating of existing stores. 


CAPITALEXPENDITURES 
AND DEPRECIATION 
AND AMORTIZATION- 
OWNED ASSETS 


□ 

m 


CAPITALEXPENDITURES 

DEPRECIATION AND 
AMORTIZATION 



Financial Ratios 


Return on Investment (ROD 

ROI is an important measure of the company’s effective use of resources under its 
control. ROI measures the relationship of income from continuing retail operations to 
invested capital. Income from continuing retail operations is adjusted for after-tax 
financing costs. Invested capital or total capitalization consists mainly of shareholders’ 
equity, interest-bearing liabilities and debt equivalent capital lease obligations. The 
company’s objective is to maximize ROI without eroding its competitive position. 

The following analysis shows the computation of ROI: 


(Millions) 

1985 

1984 

n=i 

Income from continuing retail operations 

Interest expense after tax effect 

$ 471 

214 

$ 

499 

184 

$ 

493 

148 

Income from continuing retail operations 
before financing costs 

$_685 

$ 

683 

$ 

641 

Total capitalization (beginning) 

$ 6,610 

$ 

5,665 

$_ 

5,171 

Return on beginning investment 

10.4% 

| 12.1% 

12.4% 


The decline in 1985 was attributable to increased investment due to specialty retail 
acquisitions and a moderate decline in operating income. 
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Inventory Turnover 

Efficiency in inventory management is indicated by the company's inventory turnover 
ratio using replacement cost as measured by the first-in, first-out (FIFO) method of 
inventory valuation. The corporate inventory turnover ratio was 3.1 in 1985, compared 
with 3.2 in 1984 and 3.3 in 1983. 

Current Ratio 

This ratio indicates the company’s ability to meet short-term obligations. The 
company’s current ratio was 1.8 in 1985 and 1984, compared with 1.9 in 1983. 

The current ratio did not change between 1985 and 1984 as a result of a stable 
relationship between inventory levels and accounts and notes payable. The change in 1984 
was primarily due to a reduction in temporary investments resulting from the company’s 
diversification program, increased inventory levels and additional financing resulting 
from $235 million of notes payable. 

Ratio of Income to Fixed Charges 

This ratio demonstrates the company’s ability to cover charges of a fixed nature, 
consisting primarily of interest expense in relation to income from continuing retail 
operations. The ratio of income to fixed charges was 2.5 in 1985, compared with 2.9 in 
1984 and 3.4 in 1983. The decrease in 1985 was due to increased interest expense 
resulting from increased long-term borrowings to finance acquisitions and a moderate 
decline in operating income. Increased short-term borrowing partially offset by 
decreasing interest rates was the primary factor for the decline in 1984. 
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REPORTS BY MANAGEMENT AND INDEPENDENT ACCOUNTANTS 


K mart K mart Corporation management is responsible for the integrity of the information and 

Responsibility representations contained in this annual report. This responsibility includes making informed 
for Financial estimates and judgments in selecting the appropriate accounting principles in the circumstances. 

Statements Management believes the financial statements conform with generally accepted accounting 
principles and have been prepared on a consistent basis. 

To assist management in fulfilling these obligations, the company utilizes several tools, which 
include the following; 

o The company maintains a system of internal accounting controls to provide for the integrity 
of information for purposes of preparing financial statements and to assure assets are 
properly accounted for and safeguarded. This concept of reasonable assurance is based on 
the recognition that the cost of the system must be related to the benefits to be derived. 
Management believes its system provides this appropriate balance. 

■ An Internal Audit Department is maintained to evaluate, test and report on the application of 
internal accounting controls in conformity with standards of the practice of internal auditing. 

a The Board of Directors appoints independent accountants to perform an examination of the 
company’s financial statements. This examination includes, among other things, a review of 
the system of internal controls as required by generally accepted auditing standards. 

n The Audit Committee of the Board of Directors, consisting solely of outside directors, 
meets regularly with management, internal auditors and the independent accountants to 
assure that each is carrying out its responsibilities. The internal auditors and independent 
accountants both have full and free access to the Audit Committee, with and without the 
presence of management. 


B. M. FAUBER 
Chairman of the Board 
and Chief Executive Officer 



Executive Vice President 
Chief Administrative Officer 


| Report of 
| Independent 
! Accountants 


To the Shareholders and Board of Directors of K mart Corporation 

In our opinion, the accompanying consolidated balance sheets and the related consolidated 
statements of income, shareholders’ equity and changes in financial position present fairly the 
financial position of K mart Corporation and its subsidiaries at January 29,1986 and January 30, 
1985, and the results of their operations and the changes in their financial position for each of the 
three fiscal years in the period ended January 29,1986, in conformity with generally accepted 
accounting principles consistently applied. Our examinations of these statements were made in 
accordance with generally accepted auditing standards and accordingly included such tests of the 
accounting records and such other auditing procedures as we considered necessary in the 
circumstances. 


200 Renaissance Center 
Detroit, Michigan 
March 12,1986 
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CONSOLIDATED STATEMENTS OF INCOME 


Fiscal Year Ended 


(Millions, except per-share data) 

January 29, 
1986 

January 30, 
1985 

January 25, 
1984 

Sales 

$22,420 

$21,096 

$18,598 

Licensee fees and rental income 

225 

207 

191 

Equity in income of affiliated retail companies 

76 

65 

57 

Interest income 

24 

40 

38 


22,745 

21,408 

18,884 

Cost of merchandise sold (including 




buying and occupancy costs) 

16,181 

15,260 

13,447 

Selling, general and administrative expenses 

4,845 

4,428 

3,880 

Advertising 

567 

554 

425 

Interest expense: 




Debt 

205 

147 

84 

Capital lease obligations 

191 

193 

189 


21,989 

20,582 

18,025 

Income from continuing retail 




operations before income taxes 

756 

826 

859 

Income taxes 

285 

327 

366 

Income from continuing retail operations 

471 

499 

i 1 

| 493 | 

Discontinued operations 

(250) 

_ 

1 (1) 

Net income for the year 

$ 221 

| $ 499 

$ 492 

Earnings per common and common equivalent share: 




Continuing retail operations 

$3.63 

$3.84 

I $3.81 

Discontinued operations 

(1.90) 

_I 

1 (.01) 

Net income 

$1.73 

$3.84 

$3.80 


See accompanying Notes to Consolidated Financial Statements. 
Certain amounts have been reclassified for comparative purposes. 
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CONSOLIDATED BALANCE SHEETS 


(Millions) 

January 29, 
1986 

January 30, 
1985 

Assets 

Current Assets: 

Cash (includes temporary investments of 
$352 and $294, respectively) 

Merchandise inventories 

Accounts receivable and other current assets 

$ 627 
4,537 
363 

$ 492 
4,588 
231 

Total current assets 

5,527 

5,311 

Investments in Affiliated Retail Companies 

293 

188 

Property and Equipment-net 

3,644 

3,339 

Other Assets and Deferred Charges 

527 

220 

Investments in Discontinued Operations 

- 

204 


$9,991 

$9,262 

Liabilities and Shareholders’ Equity 



Current Liabilities: 



Long-term debt due within one year 

$ 15 

$ 2 

Capital lease obligations due within one year 

76 

74 

Notes payable 

127 

235 

Accounts payable-trade 

1,908 

1,917 

Accrued payrolls and other liabilities 

548 

362 

Taxes other than income taxes 

218 

200 

Income taxes 

198 

99 

Total current liabilities 

3,090 

2,889 

Capital Lease Obligations 

1,713 

1,780 

Long-Term Debt 

1,456 

1,107 

Other Long-Term Liabilities 

345 

163 

Deferred Income Taxes 

114 

89 

Shareholders’ Equity 

3,273 

3,234 


$9,991 

$9,262 


See accompanying Notes to Consolidated Financial Statements. 
Certain amounts have been reclassified for comparative purposes. 
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CONSOLIDATED STATEMENTS OF CHANGES IN FINANCIAL POSITION 




Fiscal Year Ended 


(Millions) 

January 29, 
1986 

January 30, 
1985 

January 25, 
1984 

Cash Provided by (Used for): 

Continuing Retail Operations 




Income from continuing retail operations 

$ 471 

$499 

$493 

Noncash charges (credits) to earnings: 




Depreciation and amortization 

360 

303 

265 

Deferred income taxes 

92 

16 

21 

Undistributed equity income 

(23) 

(16) 

(17) 

Increase in other long-term liabilities 

46 

36 

34 

Other-net 

20 

9 

1 

Total 

966 

847 

797 

Cash provided by (used for) current assets and 
current liabilities: 




(Increase) decrease in inventories 

387 

(792) 

(285) 

Inventories of acquired companies 

(336) 

(214) 

(1) 

Increase (decrease) in accounts payable 

(9) 

200 

204 

Other-net 

215 

(122) 

106 

Net cash provided by (used for) continuing 




retail operations 

1,223 

(81) 

821 

Discontinued Operations 




Loss from discontinued operations 

(250) 

- 

(1) 

Noncash provision for discontinued operations 

229 

_3 

- 

Total from discontinued operations 

_(21) 

_z 

0) 

Financing 




Increase in long-term debt and notes payable 

563 

646 

123 

Reduction in long-term debt and notes payable 

(310) 

(17) 

(10) 

Obligations incurred under capital leases 

18 

44 

79 

Reduction in capital lease obligations 

(77) 

(77) 

(76) 

Common stock issued 

31 

21 

23 

Purchase of treasury stock 

- 

(51) 

- 

Net cash provided by financing 

225 

566 

139 

Dividends Paid 

(171) 

(151) 

(132) 





Investments 




Additions to owned and leased property 

(561) 

(646) 

(406) 

Owned property of acquired companies 

(156) 

(94) 

(10) 

Proceeds from the sale of property 

40 

62 

91 

Increased investment in affiliated retail companies 

(107) 

(3) 

(15) 

Other assets and deferred charges of 




acquired companies 

(317) 

(151) 

- 

Other-net 

_(20) 

(38) 

(13) 

Net cash used for investments 

(U21) 

(870) 

(353) 

Net Increase (Decrease) in Cash 

$ 135 

$(536) 

$474 

See accompanying Notes to Consolidated Financial Statements. 

Certain amounts have been reclassified for comparative purposes. 
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY 



“ 0 * aaB ” 



l " B " aa " a ™ 

“ 

Foreign 




Capital in 



Currency 

Total 




Excess of 

Retained 

Treasury 

Translation 

Shareholders’ 

($ Millions) 



Shares 

Amount 

Par Value 

Earnings 

Shares 

Adjustment 

Equity 

Balance at January 26,1983 

124,494,346 

$124 

$272 

$2,205 

$ 

$ 

$2,601 

Net income for the year 

Cash dividends declared, 




492 



492 

$1.08 per share 

Common stock sold under 




(135) 



(135) 

stock option and employees’ 
savings plans and conversion 
of debentures 

654,619 

1 

17 




18 

Common stock issued for 








acquisition of Bishop 

Buffets, Inc. 

761,840 

1 

4 

7 



12 

Cumulative foreign currency 








translation adjustment 
(includes $9 for current year) 






(48) 

(48) 

Balance at January 25,1984 

125,910,805 

126 

293 

2,569 


(48) 

2,940 

Net income for the year 

Cash dividends declared, 




499 



499 

$1.24 per share 

Common stock sold under 




(155) 


! 

(155) 

stock option and employees’ 
savings plans and conversion 
of debentures 

785,488 

1 

20 




21 

Purchase of1,678,500 treasury 
shares, at cost 

Foreign currency translation 





(51) 


(51) 

adjustment 






(20) 

(20) 

Balance at January 30,1985 

126,696,293 

127 

313 

2,913 

(51) 

(68) 

3,234 

Net income for the year 

Cash dividends declared, 




221 



221 

$1.40 per share 

Common stock sold under 




(176) 



(176) 

stock option and employees’ 
savings plans and conversion 
of debentures 

985,361 

! 

1 

30 




31 

Foreign currency translation 






! 


adjustment 






(37) 

(37) 

Balance at January 29,1986 

127,681,654 

$128 

$343 

$2,958 

$(51) 

$(105) 

$3,273 


Common stock, authorized 250,000,000 shares, $1.00 par value. 

Ten million shares of no par value preferred stock with voting and cumulative dividend rights are authorized but unissued. 
Currently there are no plans for its issuance. 

See accompanying Notes to Consolidated Financial Statements. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


(A) Summary of Significant Accounting Policies 


Fiscal Year: The company’s fiscal year ends on the last Wednesday in January. Fiscal 
year 1985 consisted of 52 weeks and ended on January 29,1986. Fiscal years 1984 and 
1983 consisted of 53 and 52 weeks, respectively, and ended on January 30,1985 and 
January 25,1984, respectively. 

Basis of Consolidation: The company includes all majority-owned retail subsidiaries in 
the consolidated financial statements. The accounts of Furr’s Cafeterias, Inc., Bishop 
Buffets, Inc. and Bargain Harold’s Discount Limited are included in the consolidated 
financial statements on the basis of fiscal years generally ending on December 31. 
Investments in affiliated retail companies owned 20% or more are accounted for by the 
equity method using their December financial statements. All significant intercompany 
transactions and accounts have been eliminated in consolidation. Certain amounts in the 
consolidated statements of income for periods prior to fiscal 1985 have been reclassified 
to give effect to the discontinued operations as described in Note (B). 

Foreign Operations: Foreign currency assets and liabilities are translated into U.S. dollars 
at the exchange rates in effect at the balance sheet date. Results of operations are 
translated at average exchange rates during the period for revenue and expenses. 
Translation gains and losses resulting from fluctuations in the exchange rates are 
accumulated as a separate component of shareholders’ equity. 

Inventories: Merchandise inventories are valued at the lower of cost or market, using the 
retail method, on the last-in, first-out basis for substantially all domestic inventories and 
the first-in, first-out basis for the remainder. 

Property Owned: Land, buildings, leasehold improvements and equipment are recorded 
at cost. Major replacements and refurbishings are charged zo the property accounts while 
replacements, maintenance and repairs that do not improve or extend the life of the 
respective assets are expensed currently. The company capitalizes interest cost as part 
of the cost of constructing capital assets. 

The cost of all properties retired and the accumulated depreciation thereon are 
eliminated from the accounts and the resulting gain or loss is taken into income. 

Depreciation: The company computes depreciation on owned property principally on the 
straight-line method for financial statement purposes and on accelerated methods for 
income tax purposes. Most store properties are leased, and improvements are 
amortized over the term of the lease but not more than 25 years. Other annual rates 
used in computing depreciation for financial statement purposes are 2% to 10% for 
buildings, 10% to 14% for store fixtures and 5% to 33% for other fixtures and equipment. 

Leased Property under Capital Leases: The company accounts for capital leases, which 
transfer substantially all of the benefits and risks incident to the ownership of property, 
as the acquisition of an asset and the incurrence of an obligation. Under this method of 
accounting for leases, the asset is amortized using the straight-line method and the 
obligation, including interest thereon, is liquidated over the life of the lease. All other 
leases (operating leases) are accounted for by recording periodic rental expense over the 
life of the lease. 
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Licensee Sales: The company’s policy is to exclude sales of licensed departments from 
total sales. 

Pre-Opening and Closing Costs: The company follows the practice of treating store 
operating costs incurred prior to opening a new retail unit as current period expenses. 
When the decision to close a retail unit is made, the company provides for future net 
lease obligations, nonrecoverable investments in fixed assets, other expenses directly 
related to discontinuance of operations and estimated operating losses through expected 
closing dates. 

Income Taxes: Deferred income taxes are provided on nonpermanent differences 
between financial statement and taxable income. 

The company accrues appropriate U.S. and foreign taxes payable on all of the earnings of 
subsidiaries and affiliates, except with respect to earnings that are intended to be 
permanently reinvested. Any additional taxes or credits related to subsequent distribu¬ 
tions of such earnings are determined and taken into account at the time of distribution. 

Investment Credit: The company uses the “flow through” method of accounting for 
investment credit whereby income tax expense is reduced for the period in which 
expenditures create the tax benefit. 

(B) Discontinued Operations 


In January 1986, the company adopted a formal plan to dispose of its foreign retail 
operations in Mexico and the company’s domestic insurance subsidiary headquartered in 
Dallas, Texas. In connection with this plan, the company established at January 29,1986 
a provision which includes all anticipated losses subsequent to January 29,1986 until the 
expected dates of disposal. The results of discontinued operations, net of applicable 
income taxes of $76 million are summarized below. The tax benefit on discontinued 
operations differs from the statutory rate primarily due to an excess of accounting basis 
over the tax basis in the investments and die portion representing capital losses which 
cannot be recognized until utilization is assured through offsetting capital gains. Foreign 
operations account for approximately 60% of the net results of discontinued operations. 



Fiscal Year Ended | 


January 29, 

January 30, 

January 25, 

(Millions) 

1986 

1985 

1984 

Equity loss from discontinued 
operations-net 

$ (19) 

$ - 

$ (1) 

Loss on disposal of discontinued 
operations-net 

(231) 

_ 

_ 

Discontinued operations 

$(250) 

$ - 

$ (1) 


For 1985, the equity investment in the insurance subsidiary was written down to estimated 
realizable value and is included in accounts receivable and other current assets. For 
1984, the equity investment in the insurance subsidiary and the Mexican affiliate are 
reported as investments in discontinued operations. The consolidated statements 
of income for 1984 and 1983 have been restated to reclassify operating results of the 
discontinued operations. 
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(B) Discontinued Prevailing business and economic conditions in Mexico combined with the reduced value 

Operations continued of the Mexican peso, adversely affected the joint venture’s earnings and cash flow 

potential. A bank loan of $12 million and $100 million of 16%% notes due 1992, uncondi¬ 
tionally guaranteed by K mart Corporation, are included in the provision established for 
estimated loss on disposition. The 16%% notes and other expenses resulting from the 
disposals are included in the accompanying consolidated balance sheet under the 
captions “Other Long-Term Liabilities” and “Accrued payrolls and other liabilities.” 

The plan to dispose of the insurance subsidiary by sale within a year results from 
management’s decision to reinvest capital resources in higher yielding retail activities. 
Although the insurance subsidiary has been modestly profitable over the years, except 
for fiscal 1985, future earnings expectations of the investment did not meet the 
company’s objectives. 

(C) Acquisitions 


In 1985, K mart Corporation acquired Pay Less Drug Stores Northwest, Inc. (Pay Less) 
through a merger with a wholly owned subsidiary. The company purchased 100% of the 
shares of Pay Less for $27 per share. The total value of the transaction was $509 million. 
Pay Less is headquartered in Wilsonville, Oregon and operates a chain of super drug 
stores in Oregon, Washington, California, Idaho and Nevada. 

During April 1985, the company completed, through its wholly owned Canadian 
subsidiary, the acquisition of Bargain Harold’s Discount Limited (Bargain Harold’s) of 
Downsview, Ontario. The company purchased 100% of the shares of Bargain Harold’s 
for $16 million (U.S. dollars). Bargain Harold’s, a limited-line discounter, operated 
73 stores in Canada as of January 29,1986. 

On August 9,1984, K mart Corporation completed the acquisition of Walden Book 
Company, Inc. (Waldenbooks) for $300 million. Headquartered in Stamford, 
Connecticut, Waldenbooks is the nation’s largest retail bookstore chain and operates in 
all 50 states. 

On September 27,1984, the company completed the acquisition of Builders Square, Inc. 
(formerly Home Centers of America, Inc.) through a merger with a wholly owned 
subsidiary. The company purchased 100% of the shares of Builders Square for $11 per 
share, aggregating $88 million. Based in San Antonio, Texas, Builders Square operates 
home improvement stores in eight states, primarily in the southwestern and midwestern 
United States. 

The acquisitions above have been accounted for as purchases, and accordingly the 
results of operations have been consolidated with those of the company from the 
respective dates of acquisition. The excess of cost over the fair value of net assets 
acquired approximating $97 million related to Pay Less, $14 million (U.S. dollars) related 
to Bargain Harold’s, $94 million related to Waldenbooks and $34 million related to 
Builders Square are being amortized on a straight-line basis over 40 years. 
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If the acquisitions had all taken place at the beginning of fiscal 1984 at the same purchase 
price, unaudited pro forma consolidated sales, net income and earnings per share for 
1984 would approximate $22 billion, $470 million and $3.62, respectively. The pro forma 
financial information assumes adjustments to combined historical results of operations 
for imputed interest on the purchase price, amortization of goodwill and the effects of 
revaluation of assets and liabilities under purchase accounting. The pro forma effect on 
1984 earnings per common and common equivalent share by quarter is illustrated in 
Note (P). Combined pro forma amounts for 1983 would not have been materially different 
from the reported amounts because the financing costs of the acquisitions and the 
amortization resulting from the purchase accounting method largely offset the additional 
earnings. 


On December 20,1983, K mart Corporation issued 761,840 shares of common stock, 
through a wholly owned subsidiary, for all the common shares of Bishop Buffets, Inc. 
(Bishop). Bishop operates a chain of cafeterias in eight midwestern states. The 
acquisition was accounted for as a pooling of interests; however, the financial statements 
were not restated for periods prior to the acquisition due to immateriality. 

(D) Merchandise Inventories 


A summary of inventories by method of pricing and the excess of current cost over 
stated LIFO value follows: 


(Millions) 

January 29, 
1986 

January 30, 
1985 

Last-in, first-out (cost not in excess of market) 

$4,131 

$4,072 

Lower of cost (first-in, first-out) or market 

406 

516 

Total 

$4,537 

$4,588 

Excess of current cost over stated LIFO value 

$ 565 

$ 507 
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(E) Property and Equipment 


The components of property and equipment are: 


(Millions) 

January 29, 
1986 

January 30, 
1985 

Property owned: 



Land 

$ 94 

$ 54 

Buildings 

320 

228 

Leasehold improvements 

481 

395 

Furniture and fixtures 

2,522 

2,171 

Construction in progress 

51 

25 

Property under capital leases 

2,397 

2,409 


5,865 

5,282 

Less-accumulated depreciation and amortization: 



Property owned 

1,301 

1,100 

Property under capital leases 

920 

843 

Total 

$3,644 

$3,339 


The components of depreciation and amortization expense and capital expenditures are: 



Property 

Capital 


(Millions) 

Owned 

Leases 

Total 


Depredation and amortization expense 
1985 
1984 
1983 

Capital expendituies: 

1985-Additions 

-From acquired companies 
Total 

1984-Additions 

-From acquired companies 
Total 

1983-Additions 

-From acquired companies 
Total 

The owned property of acquired companies includes Pay Less and Bargain Harold’s for 
1985, Waldenbooks and Builders Square for 1984 and Bishop Buffets for 1983. 


$259 j 

$101 

$360 

$203 

$100 

$303 

$168 

$ 97 

$265 

$547 

$ 14 

* $561 

156 

- 

156 

$703 

$ 14 

$717 

$622 

$ 24 

$646 

94 

- 

94 

$716 

$ 24 

$740 

$368 

$ 38 

$406 

10 

- 

10 

$378 

$ 38 

$416 
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(F) Investments in Affiliated Retail Companies 


Meldisco Subsidiaries of Melville Corporation 

All U.S. K mart footwear departments are operated under license agreements with the 
Meldisco subsidiaries of Melville Corporation, substantially all of which are 49% owned 
by the company and 51% owned by Melville. Fees and income earned under the license 
agreements in 1985,1984 and 1983 of $159 million, $150 million and $137 million, respec¬ 
tively, are included in licensee fees and rental income. The company’s equity in the income 
of these operations and dividends received in 1985,1984 and 1983 were as follows: 


(Millions) 

1985 1984 

“°^r 

Equity in income of Meldisco operations 

$ 48 $ 45 

$ 40 

Dividends 

$ 45 $41 

$~33 


Meldisco subsidiaries’ summarized financial information follows: 


YearEndedDecemberSl, j 

(Millions) 

1985 

1984 

1983 

Net sales 

$990 

$933 

$848 

Gross profit 

$430 

$400 

$365 

Net income 

$ 99 

$ 93 

$ 83 

December 31, | 

(Millions) 

1985 

1984 

1983 

Inventory 

$106 

$105 

$ 95 

Other current assets 

109 j 

101 

102 

Noncurrent assets 

1 

2 

3 

Total assets 

216 

208 

200 

Current liabilities 

44 

42 

42 

Net assets 

$172 

$166 

$158 

Equity of K mart Corporation 

$ 83 

$ 80 

$ 76 


Coles Myer Ltd. 

During 1985, two major events occurred which affected K mart Corporation’s equity in 
G. J. Coles & Coy. Limited (Coles). One event was the acquisition by Coles, in the latter 
half of1985, of The Myer Emporium Limited (Myer), a major department and specialty 
store retailer in Australia. Subsequent to the acquisition, G. J. Coles & Coy. Limited 
changed its name to Coles Myer Ltd. (Coles Myer). The cost to Coles of the acquisition 
was approximately $1.1 billion (Australian dollars). For the fiscal year ended August 4, 
1985, Myer had sales of $3.5 billion (Australian dollars) and a net profit of $87 million 
(Australian dollars). Total assets for the year ended August 4,1985 were $1.7 billion 
(Australian dollars). The second major event was the increase in the company’s equity 
interest to 21.2% from its 20% equity interest held in 1984 and 1983. 
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(F) Investments in 
Affiliated Retail 
Companies continued 


As a result of the Myer acquisition and the increase of the company’s equity interest, 

K mart Corporation increased its investment in Coles Myer in 1985 by $107 million 
(U.S. dollars). 

Income earned under the K mart license agreement in 1985,1984 and 1983 of $3 million, 
$2 million and $2 million, respectively, is included in licensee fees and rental income. 
The cumulative effect of translating tire company’s equity in the investment in Coles 
Myer as of January 29,1986, January 30,1985 and January 25,1984 was a reduction of 
$67 million, $41 million and $31 million, respectively. The company's equity in the 
income of Coles Myer’s operations, dividends, year-end investment in Coles Myer and 
the market value of Coles Myer’s common stock owned by the company follows: 


(Millions U.S. $) 

1985 

1984 

1983 

Equity in income 

$ 27 

$ 20 

$ 17 

Dividends 

$ 8 

$ 8 

$ 7 

Equity of K mart Corporation 

$208 

$108 

$103 

Market value of Coles Myer’s common stock 

$305 

$174 

$177 


Summarized financial information adjusted for conformity with U. S. generally accepted 
accounting principles for Coles’ most recent fiscal years follows: 


Fiscal Year Ended 



July 28, 

July 29, 

July 31, 

(Millions U.S. $) 

1985 

1984 

1983 

Net sales 

$4,723 

$4,901 

$4,405 

Net income 

$ 90 

$ 89 

$ 73 


(Millions U.S. $) 

July 28, 
1985 

July 29, 
1984 

July 31, 
1983 

Current assets 

$ 521 

$ 527 

$ 472 

Noncurrent assets 

985 

949 

922 

Total assets 

$1,506 

$1,476 

$1,394 

Current liabilities 

$ 640 

$ 617 

$ 533 

Noncurrent liabilities 

304 

326 

340 

Equity 

_562 

533 

521 

Total liabilities and equity 

$1,506 

$1,476 

$1,394 


The company and Coles Myer have guaranteed indebtedness related to certain 
properties in Australia on a joint and several basis. Coles Myer subsequently indemnified 
K mart Corporation from any liability incurred pursuant to its guarantees. As of 
January 29,1986, the amount guaranteed was $29 million. 

Unremitted earnings of unconsolidated subsidiaries included in consolidated retained 
earnings were $139 million at January 29,1986. 


40/41 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 






(G) Income Taxes 


Components of income from continuing retail operations before income taxes follow. 


(Millions) 

1985 

1984 

1983 

U.S. 

$709 

$791 

$828 

Foreign 

47 

35 

31 

Total 

$756 

$826 

$859 


The provision for income taxes consists of: 


(Millions) 

1985 

1984 

1983 

Current: 




Federal 

$146 

$258 

$305 

State and local 

38 

49 

35 

' Foreign 

9 

4 

5 

Deferred: 




Excess of tax over book 




depreciation 

54 

48 

19 

LIFO inventory 

48 

6 

7 

Lease capitalization 

(13) 

(14) 

(14) 

Other 

3 

(24) 

9 

Total income taxes 

$285 

$327 

$366 


A reconciliation of the company’s effective tax rate for continuing retail operations to the 
federal statutory rate follows: 


(Millions) 

1985 

1984 

1983 

1985 

1984 

1983 

Federal statutory rate 

$348 

$380 

$395 

46.0% 

46.0%i 

46.0% 

State and local taxes, net of 
federal tax benefit 

21 

26 

19 

2.7 

3.2 

2.3 

Tax credits 

(45) 

(49) 

(26) 

(5.9) 

(5.9) 

(3.0) 

Equity in income of affiliated retail 
companies subject to lower tax rates 

(31) 

(26) 

(23) 

(4.1) | 

(3.2) 

(2.7) 

Other 

(8) 

(4) 

1 

(1.0) 

(.5) 

- 

Total income taxes 

$285 

$327 

$366 

37.7% 

39.6% 

42.6% 


The amounts shown on the consolidated balance sheets for deferred income taxes result 
principally from the difference between financial statement and income tax depreciation, 
reduced by the effect of accounting for certain leases as capital leases, the tax benefit of 
the loss from discontinued operations (fiscal 1985 only) and the long-term portion of 
uninsured claims. At January 29,1986, the net amount of current deferred taxes included 
in accrued payrolls and other liabilities was $35 million which related primarily to LIFO 
offset by timing differences arising from uninsured claims. At January 30,1985, the net 
amount of current deferred taxes included in accounts receivable and other current 
assets was $3 million which related primarily to the current portion of property taxes 
and uninsured claims offset by timing differences arising from LIFO and layaways. 

Undistributed earnings of subsidiaries, which are intended to be permanently rein¬ 
vested, totaled $196 million at January 29,1986. 
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(H) Long-Term Debt 


(Millions) 

January 29, 
1986 

January 30, 
1985 

12%% sinking fund debentures due 2015 
(net of unamortized discount of $2) 

$ 248 

$ - 

12/2% debentures due 2005 

100 

- 

12/8% notes due 1995 (net of unamortized discount of $1) 

149 

- 

6% convertible subordinated debentures due 1999 

188 

188 

Commercial paper and notes payable to banks 

700 

700 

9%% notes due 1985 

- 

200 

Other 

_86 

_21 

Total 

1,471 

1,109 

Portion due within one year 

_15 

_2 

Long-term debt 

$1,456 

$1,107 


During March 1985, K mart Corporation completed three debt offerings. The deben¬ 
tures due March 1, 2015 are redeemable at 100% of the principal amount through annual 
sinking fund payments on March 1,1996 through 2014 of not less than $12 million nor 
more than $38 million. Prior to March 1,1995, the company may not redeem any 
debentures from or in anticipation of borrowed funds having an interest cost to the 
company of less than 12.8% per year. The debentures are otherwise redeemable in 
whole or in part, at any time at the option of the company at prices declining from 112.5% 
to 100% of the principal amount. The company issued $100 million of 1216% debentures 
due March 1, 2005. The debentures are not redeemable prior to maturity. The company 
issued $150 million of 12/3% notes due March 1,1995. The notes are not redeemable 
prior to maturity. Interest is payable semi-annually beginning September 1,1985 with 
respect to each of these issues. 

The debentures due 1999 are convertible into common stock at $35.50 per share. The 
indenture relating to the debentures provides that the company shall pay $11 million into 
a sinking fund on July 15 each year from 1985 to 1998, inclusive. The debentures are 
subject to redemption through the sinking fund at 100% of the principal amount, or at any 
time at the option of the company at prices declining from 106% to 100% of the principal 
amount after July 15,1994. During fiscal 1984, the company repurchased approximately 
$11 million of debentures in order to satisfy the July 1985 sinking fund requirement At 
January 29,1986, a total of5,297,366 shares of authorized common stock were reserved 
for conversion. 

The company has entered into revolving credit agreements with various banks in the 
aggregate amount of $950 million as of the years ended January 29,1986 and January 30, 
1985. The agreements, which are for terms of either three or five years, provide for 
borrowings at an interest rate based on the prime rate, “CD-based rate” or “LIBOR- 
based rate” at the company’s election. As of January 29,1986, the company had no 
outstanding borrowings under these agreements. The revolving credit agreements 
contain certain restrictive provisions regarding the maintenance of net worth, working 
capital, coverage ratios and payment of cash dividends. At January 29,1986, $704 million 
of consolidated retained earnings were free of such restrictions. 
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At January 29,1986, these agreements support $700 million of commercial paper and 
notes payable to banks that have been classified as long-term debt. The revolving credit 
agreements and portions of the three debt offerings, which were used to refinance 
current amounts outstanding, supported $700 million of commercial paper and the 
$200 million 9%% notes due July 15,1985 classified as long-term debt at January 30, 
1985. Amounts classified as long-term debt are based on the company’s intention to 
maintain at least that amount of similar debt for a minimum of one year. 

Principal payments on long-term debt (excluding $700 million in commercial paper 
classified as long-term debt for 1985) for five years subsequent to 1985, in millions, are: 
1986-$15; 1987—$14; 1988-$13; 1989-$13; 1990-$12. 


IJI) Compensating Balances and Current Notes Payable 


At January 29,1986, the company had bank lines of credit aggregating $706 million with 
interest rates approximating the “prime” lending rate. In support of certain lines of 
credit, it is expected that compensating balances will be maintained on deposit with the 
banks, which will average 10% of the line to the extent that it is not in use and an 
additional 10% on the portion in use, whereas other lines require fees in lieu of 
compensating balances. The company is free to withdraw the entire balance in its 
accounts at any time. 

At January 29,1986, notes payable included $96 million of the company’s commercial 
paper (weighted average interest rate 8.9%) and $31 million of notes payable to banks 
(weighted average interest rate 7.4%). At January 30,1985, notes payable included 
$213 million of the company’s commercial paper (weighted average interest rate 8.1%) 
and $22 million of notes payable to banks (weighted average interest rate 7.7%). 


(J) Leases 


Description of Leasing Agreements: The company conducts operations primarily in leased 
facilities. K mart store leases are generally for terms of 25 years with multiple five-year 
renewal options which allow the company the option to extend the life of the.lease up to 
50 years beyond the initial noncancellable term. The majority of specialty retail units are 
leased, generally for terms varying from 5 to 25 years with varying renewal options. 
Certain leases provide for additional rental payments based on a percent of sales in 
excess of a specified base and for the payment by the lessee of executory costs (taxes, 
maintenance and insurance). Also, selling space has been sublet to other retailers in 
some of the company’s leased facilities. 
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(J) Leases continued Lease Commitments: Future minimum lease payments with respect to capital and 

operating leases are: 



Minimum 

Lease Payments 

(Millions) 

Capital 

Operating 

Fiscal Yean 



1986 

$ 340 

$ 302 

1987 

334 

298 

1988 

329 

288 

1989 

323 

278 

1990 

319 

269 

Later years 

3,679 

2,523 

Total minimum lease payments 

5,324 

3,958 

Less-minimum sublease rental income 

- 

(238) 

Net minimum lease payments 

5,324 

$3,720 

Less: 



Estimated executory costs 

. (1,479) 


Amount representing interest 

(2,056) 


Obligations under capital leases, of which 



$76 is due within one year 

$1,789 



The company has guaranteed indebtedness related to certain leased properties financed 
by industrial revenue bonds. As of January 29,1986, the total amount of such guaranteed 
indebtedness is $270 million, of which $122 million is included in capital lease obligations. 


Rental Expense: A summary of operating lease rental expense and short-term rentals 
follows: 


(Millions) 

1985 

1984 

1983 

Minimum rentals 

$314 

$260 

$228 

Percentage rentals 

55 

49 

38 

Less-sublease rentals 

(46) 

(36) | 

(36) 

Total 

$323 

$273 j 

$230 


Reconciliation of Capital Lease Information: The impact of recording amortization and 
interest expense versus rent expense on capital leases follows: 


(Millions) 

Amortization of capital lease property 
Interest expense related to 
obligations under capital leases 
Amounts charged to earnings 
Related minimum lease payments net of 
executory costs 

Excess of amounts charged over 
related minimum lease payments 


1985 

1984 

1983 

$101 

$100 

$ 97 

191 

193 

189 

292 

293 

286 

(265) 

(264) 

(255) 

$ 27 

$ 29 

$ 31 


Related minimum lease payments above exclude executory costs for 1985,1984 and 
1983 in the amounts of $79 million, $80 million and $77 million, respectively. 
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(K) Business Group Information 


The dominant portion of the company’s business continues to be general-merchandise 
retailing through the operation of a chain of discount department stores. However, the 
past few years have represented a dynamic period of expansion and growth for the 
company into specialty retailing. Operations identified as specialty retailing include 
Pay Less Drug Stores, Waldenbooks, Builders Square, Designer Depot, Bargain 
Harold’s, Furr’s Cafeterias and Bishop Buffets. Business group information follows: 


(Millions) 

1985 

1984 

*”l983 

Sales 




General merchandise 

$20,114 

$20,410 

$18,377 

Specialty retail 

2,306 

686 

221 

Total 

22,420 

21,096 

18,598 

Licensee fees and other income 




General merchandise 

240 

244 

228 

Specialty retail 

9 

3 

1 

Equity in income of affiliated retail companies 

76 

65 

57 

Total revenues from continuing retail operations 

$22,745 

$21,408 

$18,884 

Operating profit 




General merchandise 

$ 1,058 

$ 1,101 

$ 1,099 

Specialty retail 

50 

35 

8 

Total 

1,108 

1,136 

1,107 

Equity in income of affiliated retail companies 

76 

65 

57 

Interest expense-Debt 

(205) 

(147) 

(84) 

-Capital lease obligations 

(191) 

(193) 

(189) 

Corporate expense 

(32) 

(35) 

(32) 

Income from continuing retail operations 




before income taxes 

756 

826 

859 

Income taxes 

285 

327 

_366 

Income from continuing retail operations 

$ 471 

$ 499 

$ 493 

Identifiable assets 




General merchandise 

$ 7,889 

$ 8,058 

$ 7,589 

Specialty retail 

1,809 

_812 

_254 

Total 

9,698 

8,870 

7,843 

Investments-Affiliated retail companies 

293 

188 

179 

-Discontinued operations 

- 

204 

_161 

Total assets 

$ 9,991 

$ 9,262 

$ 8,183 

Capital expendituies-Owned and leased 




General merchandise 

$ 430 

$ 581 

$ 346 

Specialty retail 

287 

159 

_70 

Total capital expenditures 

$ 717 

$ 740 

$ 416 

Depreciation and amortization expense 


-- - 


General merchandise 

$ 317 

$ 284 

$ 255 

Specialty retail 

_43 

19 

_10 

Total depreciation and amortization expense 

$ 360 

$ 303 

$ 265 
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(K) Business Group Identifiable assets are those assets of the company that are identified with a specific 

Information continued business group. Corporate and foreign assets are insignificant. Other investments in 

affiliated retail companies include the company’s investments in Coles Myer and 
Meldisco. 

Included in specialty retail capital expenditures for 1985,1984 and 1983 is $156 million 
relating to the acquisitions of Pay Less and Bargain Harold’s, $94 million relating to the 
acquisitions of Waldenbooks and Builders Square and $10 million relating to the 
acquisition of Bishop Buffets, respectively. 

(L) Earnings Per Common and Common Equivalent Share 


Earnings per common and common equivalent share were computed by dividing net 
income by the weighted average number of shares of common stock and dilutive 
common stock equivalents outstanding during each year. Common shares at the 
beginning of each year were increased by the number of shares issuable on conversion 
of the 6% convertible debentures (issued in 1974) and net income was adjusted for 
interest expense net of the related tax effect. The number of common shares were 
increased by the number of shares issuable under the Stock Option Plans, less the 
number of shares that were assumed to have been purchased at average market prices 
with the proceeds of sales under the plans. The shares issued in 1983 for the pooling of 
interests with Bishop Buffets, Inc. were not assumed to be outstanding prior to the date 
of acquisition because net income prior to the date of acquisition was not restated due 
to immateriality. 


The company and its subsidiaries have noncontributory pension plans covering most 
employees. Total pension expense was $17 million for 1985, $49 million for 1984 and 
$42 million for 1983. During 1985, certain changes in assumptions in regard to the 
company’s pension plan resulted in a decrease of $44 million in pension expense. 

The primary factor contributing to the decrease was a change in the interest rate 
assumption to 9.0% for 1985, compared with 7.0% for 1984 and 1983. The increase in 
pension expense for 1984 compared with 1983 resulted from a benefit improvement and 
elimination of a prior credit balance in the funding standard account, partially offset by 
favorable investment performance. Beginning in 1985, the company’s policy is to fund 
at least the minimum amounts required by the Employee Retirement Income Security 
Act of 1974. Prior to 1985, the company funded pension costs accrued. 
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A comparison of accumulated benefits and net assets for the company’s principal pension 
plan as of the two most recent valuation dates follows: 

(Millions) 

January 30, 
1985 

January 25, 
1984 

Actuarial present value of accumulated plan benefits: 

Vested 

Nonvested 

$296 

66 

$318 

88 

Total 

$362 

$406 

Net assets available for benefits 

$652 

$574 

(N) Employees’ Savings Plan 




The Employees’ Savings Plan (the Savings Plan), provides that employees of the 
company and certain subsidiaries who have completed two “Years of Service” can invest 
from 2% to 12% of their earnings in the employee’s choice of a diversified common stock 
fund, an insured guaranteed investment fund or a K mart common stock fund. For each 
dollar the employee invests, up to 6% of his or her earnings, the company will contribute 
an additional 50 cents which is invested in the K mart common stock fund. 

Contributions for the K mart common stock fund may be remitted to the Trustee in cash 
or in the form of company common stock. Contributions remitted to the Trustee in cash 
may be used to acquire K mart common stock pursuant to market purchases or directly 
from the company by subscription or purchase. 

As of September 1,1983, 2,000,000 shares of K mart common stock were made available 
for issuance or sale to the Trustee and as of January 29,1986, 633,336 shares remained 
available. The company’s expense related to the Savings Plan was $32 million for 1985, 
$30 million for 1984 and $26 million for 1983. 

Under provisions of the company’s Payroll-Based Stock Ownership Plan (PAYSOP), the 
company makes an additional annual contribution for all eligible employees to be invested 
in the K man common stock fund, equal to Vz% of each participant’s compensation 
(maximum $100,000) paid in the fiscal year. The company receives a direct income tax 
credit for the full amount of the PAYSOP contribution. 
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(0) Stock Option Plans 


Under the company’s 1973 Stock Option Plan (the 1973 Plan), as most recently amended 
in 1982, options to acquire up to 4,000,000 shares of common stock may be granted to 
officers and key employees at no less than 100% of the fair market value on the date of 
grant. 


Options under the 1973 Plan may have a maximum term of ten years and are exercis¬ 
able two years after the date of grant, except that the two-year limitation does not apply 
if employment terminates due to total and permanent disability or death. Payment 
upon exercise of an option may be made in cash, already-owned shares or a combination 
of both. Such shares will be valued at their fair market value as of the date of exercise. 

The 1973 Plan provides for stock appreciation rights (SARs) in tandem with nonqualified 
stock options for officers and eligible directors who are limited under the Securities 
Exchange Act of 1934 in dealing with shares of the company’s stock. Such an optionee 
may request that the Compensation and Incentives Committee permit the optionee to 
surrender all or part of an exercisable option in return for stock, cash or a combination of 
both equal to any appreciation in the value of the surrendered shares over the option 
price. Compensation expense of $1 million in 1985, $4 million in 1984 and $2 million in 
1983 was recorded for the excess of the market price of the option over the grant price. 

Under the terms of the 1981 Incentive Stock Option Plan (the 1981 Plan), options to 
acquire up to 5,000,000 shares of common stock may be granted to officers and other key 
employees of the company at no less than 100% of the fair market value on the date of 
grant. Options under the 1981 Plan are intended to be incentive stock options (ISOs) 
pursuant to Section 422A of the Internal Revenue Code. Such options may have a 
maximum term of ten years and are exercisable two years after the date of grant, except 
that an ISO may not be exercised by an optionee who has a prior ISO outstanding. 
Payment upon exercise of an option may be made in cash, already-owned shares or a 
combination of both. Such shares will be valued at their fair market value as of the date of 
exercise. SARs do not apply to ISOs under the 1981 Plan. 


Pertinent information covering the plans follows: 




1985 

1984 


Number 
of Shares 

Option Price 
Per Share 

Number 
of Shares 

Option Price 
Per Share 

Outstanding at beginning of year 
Granted 

Exercised 

Cancelled 

4,324,757 

1,653,900 

(448,768) 

(333,178) 

$19.31-$35.75 

32.81 

19.31- 34.94 
19.31- 34.94 

3,159,390 

1,599,500 

(281,967) 

(152,166) 

$19.31-$35.75 
29.69- 34.63 
19.31- 34.94 
19.31- 34.94 

Outstanding at end of year 

5,196,711 

19.31- 35.75 

4,324,757 

19.31- 35.75 

Exercisable at end of year 

2,054,911 

$19.31-$35.75 

1,556,957 

$19.31-$34.94 

Available for grant at end of year 

2,561,457 


3,904,823 
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(P) Quarterly Financial Information (Unaudited) 


Each of the quarters includes 13 weeks, except for the fourth quarter of 1984, which 
includes 14 weeks. 

(Millions, except per-share data) 


Quarter 


1985 

First 

Second 

Third 

Fourth 

Total 

Gross revenue from continuing retail 






operations 

$5,040 

$5,531 

$5,288 

$6,862 

$22,721 

Cost of merchandise sold 

3,547 

3,940 

3,726 

4,968 

16,181 

Income from continuing retail 






operations 

60 

79 

84 

248 

471 

Net income 

59 

75 

77 

10 

221 

Earnings per common and common 
equivalent share: 






Continuing retail operations 

.47 

.61 

.65 

1.90 

3.63 

Net income 

.46 

.58 

.60 

.09 

1.73 


Net income for the fourth quarter of1985 includes a provision for discontinued operations of $238 million. 
[See Note (B).] 


Quarter 


1984 

First 

Second 

Third 

Fourth 

Total 

Gross revenue from continuing retail 
operations 

$4,225 

$5,116 

$5,054 

$6,973 

$21,368 

Cost of merchandise sold 

2,972 

3,596 

3,592 

5,100 

15,260 

Income from continuing retail 
operations 

59 

145 

93 

202 

499 

Net income 

58 

144 

93 

204 

499 

Earnings per common and common 
equivalent share: 

Continuing retail operations 

.46 

1.12 

! 

.71 

1.55 

3.84 

Net income 

.45 

1.11 

.7! 

1.57 

3.84 

*Pro forma earnings per common and 
common equivalent share 

.36 

1.02 

.68 

1.56 

3.62 


*Pro forma earnings per share are based on income from continuing retail operations and includes the 
acquisitions as if they had been effective at the beginning of fiscal 1984. [See Note (C).] 

Previously published quarterly financial data have been restated for discontinued operations. 

[See Note (B).] 


Cost of merchandise sold was calculated during each 
interim period utilizing estimated gross profit rates, 
including an estimate of inflation in the prices of mer¬ 
chandise purchased during the year. If the results of the 
physical inventory and the annual rate of inflation deter¬ 
mined by using the Bureau of Labor Statistics Depart¬ 
ment Store Index had been known on a quarterly basis, 
income from continuing retail operations before income 
taxes would have been increased (decreased) as shown; 


(Millions) 

Quarter 

1985 

1984 

First 

$ 7 

$11 

Second 

8 

8 

Third 

(1) 

(1) 

Fourth 

(14) 

(18) 
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Impact of Inflation (Unaudited) 

Under generally accepted accounting principles, the financial statements of K mart 
Corporation have been prepared on a historical cost basis. Under Financial Accounting 
Standards No. 33 (FAS 33), “Financial Reporting and Changing Prices” as amended, 
adjustments have been made for inflation under the current cost method, which attempts 
to provide reasonable approximations of changes in specific prices of goods and services. 
Under the guidelines of FAS 33, only cost of merchandise sold and depreciation and 
amortization expense are required to be adjusted, since these items are thought to be 
most affected by inflation. 

K mart Corporation, like most nonfood retailers, uses the LIFO method of inventory 
valuation in its historical financial statements. Thus, cost of merchandise sold approxi¬ 
mated current cost. For purposes of FAS 33 disclosure, a LIFO charge was estimated 
for that small portion of inventory not valued under the LIFO method. 

Depreciation and amortization expense for owned and leased properties in 1985 was 
$476 million on a current cost basis, compared with $360 million in the historical 
financial statements. Current cost depreciation is calculated using a combination of 
average costs and building indexes for owned and leased assets. 


In accordance with FAS 33, income tax expense remains the same for current cost 
accounting as that reported in the historical financial statements, because present tax 
laws do not allow deductions from additional cost of merchandise sold and depreciation 
expense resulting from the effects of inflation. As a result, the effective tax rate for 1985 
rises from 37.7% on a historical cost basis to 44.7% on a current cost basis. 

A “purchasing power gain” is created where monetary liabilities (such as capital lease 
obligations and long-term debt) exceed monetary assets (cash, receivables, etc.). This 
net monetary liability position results in a gain in purchasing power since the obligation 
will presumably be settled in dollars of lower value. Such a gain does not represent 
earnings or funds available for dividends. 

The current cost method involves the use of assumptions, approximations and 
estimates. Thus, this method should be viewed in this context and not as a precise 
indicator of the effects of inflation on K mart Corporation. 
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Statements of Income Adjusted for Changing Prices 


Fis c al Year Ended January 29,1986 



As Reported in 

Adjusted for 


the Primary 

Changes in 


Financial 

Specific Prices 

(Millions) 

Statements 

(Current Cost) 

Sales and other income 

$22,721 

$22,721 

Cost of merchandise sold 

16,029 

16,031 

Depreciation and amortization 

360 

476 

Other costs and expenses 

5,576 

5,576 

Income from continuing retail operations before income taxes 

756 

638 

Income taxes 

_285 

_285 

Income from continuing retail operations 

$ 471 

$ 353 

Effective tax rate 

37.7% 

44.7% 

Unrealized gain from decline in purchasing power of net amounts owed 


$ 213 

Increase in general price level (constant dollar) 

Increase in specific prices (current cost) of merchandise inventories, 


$ 402 

property owned and leased 


_169 

Excess of increase in general price level over increase in specific prices 


$ 233 


Five-Year Comparison of Selected Supplementary Financial Data Adjusted for Effects of Changing Prices 

(Millions, except per-share amounts, ofaveragefiscal1985 dollars) 


1985 

1984 

1983 

1982 

1981 

Net sales and other operating revenue 
(in constant dollars) 

Current cost 

$22,721 

$22,135 

$20,339 

$18,931 

$19,711 

Income from continuing retail 
operations 

Earnings per share from continuing retail 

$ 353 

$ 387 

$ 375 

$ 157 

$ 108 

operations 

$ 2.73 

$ 2.98 

$ 2.91 

$ 1.25 

$ .88 

Net assets of continuing retail operations 
Excess of increase (decrease) in general 

$ 5,150 

$ 5,166 

$ 5,189 

$ 4,823 

$ 4,830 

price level over increase in specific prices 
Gain from decline in purchasing power 

$ 233 

$ 273 

$ (141) 

$ 57 

$ (237) 

of net amounts owed 

Other data (in constant dollars): 

$ 213 

$ 166 

$ 178 

$ 166 

$ 353 

Cash dividends declared per share 

$ 1.40 

$ 1.28 

$ 1.17 1 

$ 1.11 

$ 1.13 

Market price per share at year end 

$ 36 

$ 40 

$ 33 

$ 29 

$ 18 

Average Consumer Price Index 

323.2 

312.0 

299.4 

290.0 

274.2 


Amounts presented in the above table were converted to average fiscal 1985 dollars as measured by the CPI-U. 

At January 29,1986, current cost of merchandise inventories was $5,102 and the current cost of property owned and leased 
(net of accumulated depreciation) was $4,925. 
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DIRECTORS 


A. H. Aymond 

Retired Chairman 
of the Board of 
Consumers Power Company 

Mary S. Coleman 

Attorney, 

Former Chief Justice, 
Michigan Supreme Court 

Dale R. Corson 

President Emeritus of 
Cornell University 

Willie D. Davis 
President of Willie Davis 
Distributing Co. and of 
All-Pro Broadcasting 
(Elected 1121186) 

Robert E. Dewar 
Chairman of the Executive 
and Finance Committees 

Bernard M. Fauber 
Chairman of the Board 

Joseph P. Flannery 
Chairman of the Board 
and President of 
Uniroyal, Inc. 

(Elected 11119185) 

Carl A. Gerstacker 

Retired Chairman 

of the Board of 

The Dow Chemical Company 


COMMITTEES OF THE BOARD 


David B. Harper 
President of County Ford, Inc. 

Samuel G. Leftwich 
Vice Chairman of the Board 

J. Edward Lundy 

Retired Executive 
Vice President of 
Ford Motor Company 

Paul W. McCracken 
Edmund Ezra Day Distinguished 
University Professor of Business 
Administration, Graduate School 
of Business Administration, 
University of Michigan 

Norman G. Milley 
President, K mart Stores Group 

Grant W. Morck 

Executive Vice President 
(Retired 211186) 

Larry M. Parkin 

Executive Vice President 

Donald S. Perkins 
Retired Chairman 
of the Board of 
Jewel Companies, Inc. 

(Elected 11211 86) 

Gloria M. Shatto 
President of Berry College 

Frederick M. Stevens 
Executive Vice President 


Audit Committee 

David B. Harper, Chairman 
Dale R. Corson 
J. Edward Lundy 
Gloria M. Shatto 

Compensation and Incentives Committee 

J. Edward Lundy, Chairman 
A. H. Aymond 
Joseph P. Flannery 
Carl A. Gerstacker 
Gloria M. Shatto 

Executive Committee 

Robert E. Dewar, Chairman 
A. H. Aymond 
Mary S. Coleman 
Dale R. Corson 
Bernard M. Fauber 
Carl A. Gerstacker 
David B. Harper 
Samuel G. Leftwich 

Finance Committee 

Robert E. Dewar, Chairman 
A. H. Aymond 
Mary S. Coleman 
Bernard M. Fauber 
Carl A. Gerstacker 
J. Edward Lundy 
Paul W. McCracken 
Thomas E Murasky 
Joseph R. Thomas 

Nominating Committee 

Carl A. Gerstacker, Chairman 
Mary S. Coleman 
Bernard M. Fauber 
Joseph R Flannery 
Paul W. McCracken 
Gloria M. Shatto 

Public Issues Committee 

Dale R. Corson, Chairman 
Robert E. Dewar 
David B. Harper 
Samuel G. Leftwich 
Paul W. McCracken 
Norman G. Milley 
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OFFICERS 

(As of1129186) 


Bernard M. Fauber, Chairman of the Board and. 

Chief Executive Officer 

Samuel G. Leftwich, Vice Chairman of the Board 
Robert E. Dewar, Chairman of the Executive and 
Finance Committees 

Norman G. Miliey, President, K mart Stores Group 

Executive Vice Presidents 

Joseph E. Antonini, President ofKmart Apparel Corp. 

Grant W. Morck, New Concepts Implementation (Retired2/l/86) 
Larry M. Parkin, U.S. Kmart Stores 
Frederick M. Stevens, Specialty Retailing 
Joseph R. Thomas, Chief Administrative Officer 

Senior Vice Presidents 

Robert E. Brewer, Accounting Administration and 
Financial Services 

Roger E. Davis, General Counsel and Secretary 
Richard S. Miller, Store Operations 
Thomas H. Nigolian, General Merchandise 
Bernard E. Thomas, Corporate Personnel 

Vice Presidents 


CORPORATE DATA 

Executive Offices 

K mart Corporation 
3100 West Big Beaver Road 
Troy, Michigan 48084 
Telephone (313) 643-1000 

Subsidiaries 

Bishop Buffets, Inc. 

Cedar Rapids, Iowa 
Builders Square, Inc. 

San Antonio, Texas 
Furr’s Cafeterias, Inc. 

Lubbock, Texas 
K mart Apparel Corp. 

North Bergen, New Jersey 
K mart Canada Limited 
Brampton, Ontario, Canada 
K mart Insurance Services, Inc. 
Dallas, Texas 

Pay Less Drug Stores Northwest, Inc. 

Wilsonville, Oregon 
Walden Book Company, Inc. 

Stamford, Connecticut 


Edward C. Andrews, Midwestern Region 
David M. Carlson, Electronic Merchandise Systems 
Ronald R. Dejaeghere, Store Planning and Design 
Gerald R. Fletcher, Corporate Information Systems 
Helen C. Lefler, Treasurer 
Robert C. McAllister, Southern Region 
Glen R. Mielke, Southwestern Region 
James L. Moser, Sales and Marketing 
Thomas E Murasky, Chief Financial Officer 
Anthony N. Palizzi, Associate General Counsel and 
Assistant Secretary 
Arthur E. Riley, Eastern Region 
Harold O. Scarlett, Construction 
Michael L. Skiles, Corporate Facilities 
A. Robert Stevenson, Government and Public Relations 
David E Walling, Corporate Accounting and Reporting 
Thomas W. Watkins, Western Region 
Michael G. Wellman, Corporate Planning 
Richard O. Williams, Central Region 


Annual Meeting 

The Annual Meeting will be held 
Tuesday, May 27,1986, at 9:00 a.m., 
at K mart International Headquarters, 
3100 West Big Beaver Road, 

Troy, Michigan 

Transfer Agents and Registrars 

National Bank of Detroit 
Detroit, Michigan 
First Interstate Bank of California 
Los Angeles, California 

Form 10-K 

A copy of the company’s Form 10-K 
annual report for 1985 to the 
Securities and Exchange Commission 
will be furnished without charge to any 
shareholder upon written request to: 

K mart Corporation 
Financial Reporting Department 
3100 West Big Beaver Road 
Troy, Michigan 48084 
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